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GROWING RISKS TO THE BUDGET AND THE 

ECONOMY 


WEDNESDAY, SEPTEMBER 14, 2016 

House of Representatives, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to call, at 10:04 a.m., in room 210, 
Cannon House Office Building, Hon. Tom Price, M.D., (chairman of 
the Committee) presiding. 

Present: Representatives Price, Rokita, Grothman, Renacci, 
Johnson, Womack, Woodall, Palmer, Blum, Sanford, Hartzler, Brat, 
Ryan, Pascrell, and Norcross. 

Chairman Price. The hearing will come to order. 

We want to welcome everybody to the Budget Committee and our 
hearing this morning on growing risks to the budget and the econ- 
omy. We have got a lot of folks here. 

And I especially want to welcome a delegation from the country 
of Sri Lanka. We welcome you to our budget hearing today. Thanks 
for joining us. Maybe you can teach us a few things about getting 
a budget on track. 

This morning’s hearing is entitled “Growing Risks to the Budget 
and the Economy.” Regardless of one’s political posture, there are 
clearly some warning signs before us. In many ways, the current 
budget and the current economy are, in fact, risks that are inti- 
mately related to each other. The Congressional Budget Office 
itself provides all of us with some sobering information, dem- 
onstrating that policymakers have ample evidence and information 
revealing just how severe the risks are and how much riskier they 
will become in the not-too-distant future. 

Today, the Nation’s total debt tops $19 trillion. At the end of the 
10-year budget window, over the next decade, CBO projects we will 
borrow another $8.6 trillion, accumulating a total level of publicly 
held debt equivalent to more than 85 percent of our economy. That 
is twice the average level of the past century. It is the highest our 
Nation has had since the end of World War II. 

And, of course, unlike the 1940s, today’s debt is not being driven 
by a massive temporary mobilization of military might. In 2016, 
our debt trajectory is being driven by a chronic imbalance in our 
Nation’s budget for which there is no end in sight under current 
policy or current law. 

In fact, today’s growing debt is not so much the result of defeat- 
ing a threat to America’s national security — it is, indeed, the threat 
itself The fiscal imbalance that we face, the uncertainty that is 
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sown into our economy by a looming fiscal crisis, all of this weak- 
ens our Nation. 

And, yet, despite all of this, there are many who are saying that 
just because interest rates are so low, that we just ought to keep 
borrowing more and more money — run up the credit card while 
credit is relatively cheap. This is, as most folks understand and ap- 
preciate, horribly shortsighted thinking. 

Publicly held debt is over $14 trillion, more than three-quarters 
the size of our economy. We are already past what economists say 
is a sustainable debt burden, let alone advisable or fair to leave our 
kids and our grandkids. 

The fastest-growing component in our budget is not national se- 
curity spending; it is not health care; it is not research and devel- 
opment; it is not infrastructure to repair roads or bridges; it is not 
aid to the Nation’s poor; it is interest on our Nation’s debt. Unless 
something is done to change course, in 2026 America will pay $712 
billion a year in interest payments alone, just shy of what we are 
projected to spend on our entire national defense. 

And interest payments, interest dollars, are dollars that can’t be 
used to pay the rent or to send a kid to school or to buy a car or 
to buy a house or to start or to expand a business. All the things 
that the American people say they want to do with their money 
will be harmed by the enormous interest payments. 

Annual deficits are projected to exceed $1 trillion in that same 
time period. These deficits will come at a time when Washington 
will be taking in higher-than-average tax revenue. This means that 
we will be taking in more tax money and going further in the hole, 
further into debt. Clearly, the government is not being starved of 
revenue. 

That being said, a stronger economy that creates higher revenues 
is truly the key to addressing our fiscal crisis. If our economy were 
growing today at just the historical average, roughly 3 percent an- 
nually, instead of 2 percent that is projected over the next decade, 
we would be in a much better fiscal position than we are right now. 

According to the Congressional Budget Office, if economic growth 
were just 0.1 percentage points higher per year than currently pro- 
jected, annual deficits over the next 10 years would be reduced by 
$327 billion. Just through better economic output, we could reduce 
future deficits by as much as $3.3 trillion over the next decade if 
we were growing at our historical average. 

In short, economic growth is a vital ingredient to any coherent 
strategy to get the Nation’s fiscal house in order. Poor economic 
policies contribute to the poor fiscal health of the Nation, and today 
we are experiencing the worst economic recovery of the modern era. 

The macro effects of slow economic growth, however, are only one 
side of the story. The uncertainty that the country as a whole has 
experienced, due in part to lackluster economic growth, is also ex- 
perienced by millions of individual Americans — families, entre- 
preneurs — in their own lives and in their own ways. Many Ameri- 
cans are struggling to make ends meet at a time when opportuni- 
ties are fewer and the cost of basic necessities like health care and 
education are rising. 

And while the headline unemployment rate has dropped to under 
5 percent, the underemployment rate, that which takes into ac- 
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count those who are working part-time because they can’t find full- 
time work and those who have just given up looking for work, is 
currently 9.7 percent. That is higher than where it was prior to the 
recession. 

Meanwhile, the rate of participation in America’s labor market, 
the percent of the population who are able to work who are work- 
ing, is at levels not seen since the late 1970s, and the rate of work- 
er productivity has declined for the last three quarters. 

At a time when over 60 percent of the country believes the Na- 
tion is on the wrong track, it is time we adopted a pro-growth pol- 
icy agenda. And when that is coupled with sound budgetary strat- 
egy, it will jump-start America’s economic engine and put us on a 
sustainable fiscal trajectory. 

House Republicans, led in part by this committee’s efforts on fis- 
cal and economic matters, have been championing bold solutions to 
achieve those goals. 

And to further this discussion, we are joined today by Dr. John 
Cochrane, a senior fellow at the Hoover Institution; Dr. Jared 
Bernstein, who is a senior fellow at the Center on Budget and Pol- 
icy Priorities; and Dr. Doug Holtz-Eakin, who is president of the 
American Action Forum. 

I want to thank each and every one of you for taking part in to- 
day’s hearing. 

And I am pleased now to yield to the current temporary ranking 
member of the day, Mr. Ryan from Ohio. 

[The prepared statement of Chairman Price follows:] 

Chairman Price Opening Statement: Growing Risks to the Budget and the 

Economy 


Good morning. 

The title of this hearing is the “Growing Risks to the Budget and the Economy.” 
Regardless of one’s political posture — there are clearly some warning signs before 
us. In many ways the current budget and the current economy are in fact risks unto 
each other. 

The Congressional Budget Office (CBO) provides all of us with some sobering in- 
formation — demonstrating that policymakers have ample evidence and information 
revealing just how severe the risks are now and will become in the not too distant 
future. 

Today, the nation’s total debt tops $19 trillion. At the end of the ten year budget 
window, over the next decade, CBO projects we will borrow another $8.6 trillion — 
accumulating a total level of publicly-held debt equivalent to more than 85 percent 
of our economy. That is twice the average level of the past half century. It is the 
highest our nation has had since the end of World War II. 

Of course, unlike the 1940s, today’s debt is not being driven by a massive, tem- 
porary mobilization of military might. In 2016, our debt trajectory is being driven 
by a chronic imbalance in our nation’s budget, for which there’s no end in sight 
under current policy and current law. 

In fact, today’s growing debt is not so much the result of defeating a threat to 
America’s national security — as it is the threat itself. The fiscal imbalance we face; 
the uncertainty that is sown into our economy by a looming fiscal crisis — this all 
weakens our nation. 

And yet, despite all of this, there are many who are saying that because interest 
rates are so low that we ought to borrow even more money — run up the credit card 
while credit is relatively cheap. 

This is horribly short-sighted thinking. Publicly held debt is over $14 trillion — 
more than three-fourths the size of our economy. We are already past what econo- 
mists say is a sustainable debt burden — let alone advisable or fair to leave our kids 
and grandkids. 

The fastest growing component in our budget is not national security spending; 
it’s not health care; not research and development; not infrastructure to repair roads 
and bridges; not aid for the nation’s poor. It is interest payments on our nation’s 
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debt. Unless something is done to change course, in 2026 America will pay $712 bil- 
lion in interest payments alone — just shy of what we are projected to spend on our 
entire national defense. And interest payments are dollars that can’t be used to pay 
the rent, send a kid to school, buy a house, buy a car, start or expand a business — 
all of the things Americans want to do with their money will be harmed by the ever 
increasing interest payments. 

Annual deficits are projected to exceed $1 trillion in that same period of time. 
These deficits will come at a time when Washington will be taking in higher than 
average tax revenue. This means that we’ll be taking in more teix money — and going 
further in the hole — further into debt. Clearly, government is not being starved of 
revenue. 

That being said, a stronger economy that creates higher revenues is the key to 
addressing our fiscal crisis. If our economy was growing today at just the historical 
average — roughly three percent instead of the two percent projected over the next 
decade — we would be in a better fiscal position than we are right now. According 
to CBO, if economic growth were just 0.1 percentage points higher per year than 
currently projected, annual deficits over the next 10 years would be reduced by $327 
billion. Just through better economic output, we could reduce future deficits by as 
much as $3.3 trillion over the next decade if we were growing at our own historical 
average. 

In short, economic growth is a vital ingredient to any coherent strategy to get the 
nation’s fiscal house in order. Poor economic policies contribute to the poor fiscal 
health of the nation, and today we are experiencing the worst economic recovery in 
the modern era. 

The macro effects of slow economic growth, however, are only one side of the 
story. The uncertainty that the country as a whole is experiencing due — in part — 
to lackluster economic growth is also experienced by millions of individual Ameri- 
cans, families, and entrepreneurs in their own lives and in their own ways. Many 
Americans are struggling to make ends meet at a time when opportunities are fewer 
and the cost of basic necessities like health care and education are rising. 

While the headline unemployment rate has dropped to under five percent, the 
“under-employment rate” — that which takes into account those who are working 
part-time because they cannot find full-time work and those who have given up 
looking for work — is currently 9.7 percent. That’s higher than where it was prior 
to the recession. Meanwhile, the rate of participation in America’s labor market — 
the percent of the population who are able to work — who are working — is at levels 
not seen since the late 1970s, and the rate of worker productivity has declined for 
three straight quarters. 

At a time when over sixty percent of the country believes the nation is on the 
wrong track, it is time we adopted a pro-growth policy agenda — and when that is 
coupled with a sound budgetary strategy, it will jumpstart America’s economic en- 
gine and put us on a sustainable fiscal trajectory. House Republicans — led in part 
by this committee’s efforts on fiscal and economic matters — have been championing 
bold solutions to achieve those goals. 

To further this discussion we are joined today by Dr. John Cochrane, Senior Fel- 
low at the Hoover Institution; Dr. Jared Bernstein, Senior Fellow at the Center on 
Budget and Policy Priorities; and Dr. Douglas Holtz-Eakin, President of the Amer- 
ican Action Forum. 

Thank you for taking part in what I hope will be a healthy and enlightening con- 
versation. 

And with that, I yield to the Ranking Member, Mr. Ryan. 

Mr. Ryan. Thank you, Mr. Chairman. I would like to thank our 
witnesses for being here. Please excuse my voice. I got a little cold 
from my 2-year-old son after his first week at school. Germ factory. 
We need a hearing on that, I think, Mr. Chairman. 

There are few tasks more fundamental to the function of this 
Committee than to discuss the budget and economic outlook, and 
I think this is really one of the few committees that is still having 
very, very serious discussions about the future of the country. In 
this charged political climate, it is hard to get a rational discussion 
in many quarters these days. So I hope today’s panel will shed 
some light for us on approaches Congress should consider to im- 
prove the lives of Americans going forward. 



5 


We have all known for some time that we are facing a daunting 
fiscal future. Bahy boomers are reaching retirement age, and our 
retirees, current retirees, are living longer. So this demographic 
shift drives the increases in the cost of health care, retirement pro- 
grams, and budget deficits projected by CBO over the next 10 years 
and beyond. 

Similarly, CBO’s projected slowdown in economic growth is driv- 
en by slower-than-past growth in the labor force and productivity. 
Again, we have seen these trends coming for decades. 

These are major concerns that deserve our attention. We must 
get the economy moving so our hard-working Americans can enjoy 
a rising standard of living. And we must adjust our fiscal policies 
to lessen future budget deficits, which are unsustainable without 
responsible action. So I am glad we are all in agreement here, as 
Democrats and Republicans, that this is a major issue that we need 
to address. 

Now, Congress has the fiscal policy tools, I believe, that we need 
to act. And we did it at the start of the recession. President Obama 
inherited the weakest economy since the Great Depression, and, to- 
gether, we acted swiftly to turn things around. 

Within 6 months, the economy began to grow again. We are now 
in the fourth-longest economic expansion in American history. We 
have added 15 million private sector jobs and cut the unemploy- 
ment rate in half. Economists have estimated that without the ag- 
gressive policy response implemented by the President and Con- 
gress and the Federal Reserve, the recession would have lasted 
more than 3 years, cost twice as many jobs, and pushed the unem- 
ployment rate to 16 percent rather than the 10 percent we actually 
saw. 

Had we not employed the fiscal policy tools in our toolkit, we 
would have a weaker economy and larger deficits today. 

So if we look at the economic situation in Europe, which our pan- 
elists know all too much about, Europe responded to the economic 
crisis with austerity, and this approach undermined their recovery, 
the deep cuts. And, unfortunately. Congress has also undermined 
our economy over the past 6 years by blocking additional proposals 
by President Obama and insisting on spending cuts, the kind of 
austerity measures that have failed elsewhere. President Obama’s 
jobs bill still languishes here in Congress. 

Democrats have a different approach. We want to enact forward- 
looking policies that will strengthen the main drivers of our strong 
economy. We want sustained investment. And while we have to 
make tough choices to deal with the deficit and the debt, we must 
remain committed to responsibly funding our national priorities, 
because these priorities lead to the growth that the chairman was 
talking about. 

We must promote long-term job growth by modernizing transpor- 
tation networks — that takes investment; repairing aging infrastruc- 
ture — that takes investment; investing in workforce education — 
that takes investment; and supporting the research and develop- 
ment of advanced manufacturing technologies which will lead to 
the next generation of good-paying jobs in America. 
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This will create the millions of jobs, this will grow our economy, 
facilitate American exports, create a level playing field for Amer- 
ican workers, and increase the return on taxpayer investment. 

By contrast, our Republican colleagues continue to push an agen- 
da that returns to the same failed policies that created and pro- 
longed the recession: deregulation, new tax breaks for the wealthy, 
and austere spending cuts. And under President Bush, we actually 
lost private sector jobs. Under President George W. Bush, who fully 
implemented the supply-side economic theory, we lost private sec- 
tor jobs. 

These tactics do little to expand the workforce or improve produc- 
tivity. I think we can all agree that a stronger economy is the sin- 
gle most important factor that would improve the budget and fiscal 
outlook, even if we differ on the best approach to stimulate growth 
across the economy. 

Democrats are eager to discuss this, Mr. Chairman, and any ad- 
ditional efforts to reduce future deficits, but we need a willing part- 
ner, not a party that seeks to disinvest in America’s future and 
threaten our vital society and our social safety net without regard 
to the damaging impact of austerity on our economy and its recov- 
ery. 

[The prepared statement of Tim Ryan follows:] 

Representative Tim Ryan Opening Statement 

Thank you, Mr. Chairman. I would like to thank our witnesses for being here. 
Please excuse my voice. I got a little cold from my 2-year-old son after his first week 
at school. Germ factory. We need a hearing on that, I think, Mr. Chairman. 

There are few tasks more fundamental to the function of this committee than to 
discuss the budget and economic outlook, and I think this is really one of the few 
committees that is still having very, very serious discussions about the future of the 
country. In this charged political climate, it is hard to get a rational discussion in 
many quarters these days. So I hope today’s panel will shed some light for us on 
approaches Congress should consider to improve the lives of Americans going for- 
ward. 

We have all known for some time that we are facing a daunting fiscal future. 
Baby boomers are reaching retirement age, and our retirees, current retirees, are 
living longer. So this demographic shift drives the increases in the cost of health 
care, retirement programs, and budget deficits projected by CBO over the next 10 
years and beyond. Similarly, CBO’s projected slowdown in economic growth is driv- 
en by slower than past growth in the labor force and productivity. Again, we have 
seen these trends coming for decades. 

These are major concerns that deserve our attention. We must get the economy 
moving so our hard working Americans can enjoy a rising standard of living. And 
we must adjust our fiscal policies to lessen future budget deficits, which are 
unsustainable without responsible action. So I am glad we are all in agreement 
here, as Democrats and Republicans, that this is a major issue that we need to ad- 
dress. 

Now, Congress has the fiscal policy tools, I believe, that we need to act. And we 
did it at the start of the recession. President Obama inherited the weakest economy 
since the Great Depression, and, together, we acted swiftly to turn things around. 

Within 6 months, the economy began to grow again. We are now in the fourth 
longest economic expansion in American history. We have added 15 million private 
sector jobs and cut the unemployment rate in half. Economists have estimated that 
without the aggressive policy response implemented by the President and Congress 
and the Federal Reserve, the recession would have lasted more than 3 years, cost 
twice as many jobs, and pushed the unemployment rate to 16 percent rather than 
the 10 percent we actually saw. Had we not employed the fiscal policy tools in our 
toolkit, we would have a weaker economy and larger deficits today. 

So if we look at the economic situation in Europe, which our panelists know all 
too much about, Europe responded to the economic crisis with austerity, and this 
approach undermined their recovery, the deep cuts. And, unfortunately. Congress 
has also undermined our economy over the past 6 years by blocking additional pro- 
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posals by President Obama and insisting on spending cuts, the kind of austerity 
measures that have failed elsewhere. President Obama’s jobs bill still languishes 
here in Congress. Democrats have a different approach. We want to enact forward 
looking policies that will strengthen the main drivers of our strong economy. We 
want sustained investment. And while we have to make tough choices to deal with 
the deficit and the debt, we must remain committed to responsibly funding our na- 
tional priorities, because these priorities lead to the growth that the chairman was 
talking about. 

We must promote long term job growth by modernizing transportation networks — 
that takes investment; repairing aging infrastructure — that takes investment; in- 
vesting in workforce education — that takes investment; and supporting the research 
and development of advanced manufacturing technologies which will lead to the 
next generation of good paying jobs in America. 

This will create the millions of jobs, this will grow our economy, facilitate Amer- 
ican exports, create a level playing field for American workers, and increase the re- 
turn on taxpayer investment. 

By contrast, our Republican colleagues continue to push an agenda that returns 
to the same failed policies that created and prolonged the recession: deregulation, 
new tcix breaks for the wealthy, and austere spending cuts. And under President 
Bush, we actually lost private sector jobs. Under President George W. Bush, who 
fully implemented the supply side economic theory, we lost private sector jobs. 

These tactics do little to expand the workforce or improve productivity. I think 
we can all agree that a stronger economy is the single most important factor that 
would improve the budget and fiscal outlook, even if we differ on the hest approach 
to stimulate growth across the economy. 

Democrats are eager to discuss this, Mr. Chairman, and any additional efforts to 
reduce future deficits, but we need a willing partner, not a party that seeks to 
disinvest in America’s future and threaten our vital society and our social safety net 
without regard to the damaging impact of austerity on our economy and its recov- 
ery. 

Chairman Price. I thank the gentleman. 

As background for this hearing, the Congressional Budget Office 
has their August update as well as their long-term budget outlook. 
And I ask unanimous consent to insert into the record the CBO re- 
ports “An Update to the Budget and Economic Outlook: 2016 to 
2026,” published on August 23, 2016, and the “2016 Long-Term 
Budget Outlook,” published on July 12, 2016. 

Without objection, so ordered. 

[The information follows:] 
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CONGRESS OF THE UNITED STATES 
CONGRESSIONAL BUDGET OFFICE 



Percentage of GOP 



Over the next decade, outlays are 
projected to grow more quickly than 
revenues, increasing the debt. 


©rbvtfth in real GDP will be driven by 
consumer spending and by business 
and residential investment during the 
next few years and will be modest over 
the coming decade, CBO projects. 


Percent 



Percent 



Interest rates on Treasury securities 
are projected to rise steadily over the 
next few years, reflecting the continued 
economic improvement. 
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Notes 


Unless otherwise indicated, all years referred to in describing the budget outlook are federal 
fiscal years, which run from October 1 to September 30 and are designated by the calendar 
year in which they end. Years referred to in describing the economic outlook are calendar years. 

Numbers in the text, tables, and figures may not add up to totals because of rounding. Also, 
some values are expre.ssed as fractions to indicate numbers rounded to amounts greater than a 
tenth of a percentage point. 

Some figures in this report have vertical bars that indicate the duration of recessions. (A recession 
extends from the peak of a business cycle to its trough.) 

The Congressional Budget Office’s economic forecast was completed in early July. Unless 
otherwise indicated, projections of economic variables presented in this report are based on 
information that was available at that time; in particular, the projections do not reflect the 
annual revisions to the national income and product accounts, which this year the Bureau of 
Economic Analysis released on July 29. However, the actual and historical data shown in 
figures describing the economic forecast are based on those revisions, and so are discussions of 
recent economic events in the text. The implications of the revisions for CBO’s economic 
projections are described in Box 2-1. 

As referred to in this report, the Affordable Care Act comprises the Patient Protection and 
Affordable Care Act (Public Law 1 1 1-148), the health care provisions of the Health Care and 
Education Reconciliation Act of 2010 (P.L. 1 1 1-152), and the effects of subsequent judicial 
decisions, statutory changes, and administrative actions. 

Supplemental data for this analysis are available on CBO’s website {www.cbo.gov/publication/ 

5 1 908), as is a glossary of common budgetary and economic terms (www.cbo.gov/publication/ 
42904). 


www.cbo.gov/publiation/5 1 908 
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Summary 


in fiscal year 2016, the federal budget deficit will 
increase in relation to economic output for the first time 
since 2009, the Congressional Budget Office estimates. 

If current laws generally remained unchanged — an 
assumption underlying CBO’s baseline projections — 
deficits would continue to mount over the next 10 years, 
and debt held by the public would rise from its already 
high level. 

CBO’s estimate of the deficit for 2016 has increased since 
the agency issued its previous estimates in March, primar- 
ily because revenues are now expected to be lower than 
earlier anticipated.* In contrast, the cumulative deficit 
through 2026 is smaller in CBO’s current baseline pro- 
jections chan the shortfall projected in March, chiefly 
because the agency now projects lower interest races and 
thus lower outlays for interest payments on federal debt. 
Nevertheless, by 2026, the deficit is projected to be con- 
siderably larger relative to gross domestic product (GDP) 
than its average over the past 50 years. 

CBO’s economic forecast — which serves as the basis for 
its budget projections — indicates chat, after a tepid 
expansion in the first half of 20 1 6 , economic growth will 
pick up in the second half of the year. That fester pace is 
expected to continue through 2017 before moderating in 
2018. In CBO’s estimation, the fester growth over the 
next two years will spur hiring, increase employment and 
wages, and put upward pressure on inflation and interest 
rates. In the latter part of the 10- year projection period, 
however, output will be constrained by a relatively slow 
increase in the nation’s supply of labor. 

The growth in GDP that CBO now projects is slower 
throughout the 20 1 6-2026 period chan the agency 


L For CBO’s March 2016 projections, see Congressional Budget 
Office, Updated Budget Projections: 2016 to 2026 (Maxch 2016), 
www.cbo.gov/pubHcation/5I384. 


projected in January.^ Weaker-chan-expecred economic 
growth indicated by data released since January, recent 
developments in the global economy, and a reexamination 
of projected productivity growth contributed to that 
downward revision. The reduction to CBO’s projections of 
interest rates reflects the revisions to projected economic 
growth as well as CBO’s reassessment of the future demand 
for Treasury securities. 

The Budget Deficit for 2016 Will Be About 
One-Third larger Than last Year’s 

CBO now estimates that the 2016 deficit will total 
$590 billion, or 3.2 percent of GDP, exceeding last 
year’s deficit by S! 52 billion (see Summary Table 1). 
About $41 billion of that increase results from a shift 
in the timing of some payments that the government 
would ordinarily have made in fiscal year 2017; those 
payments will instead be made in fiscal year 2016 because 
October 1, 2016 (the first day of fiscal year 2017), fells 
on a weekend.'^ If not for that shift, the projected deficit 
in 2016 would be $549 billion, or 3.0 percent of GDP — 
still considerably higher than the deficit recorded for 
201 5, which was 2.5 percent of GDP. 

The deficit is growing in 2016 because revenues are up 
only slightly, by less than 1 percent ($26 billion), whereas 


2. CBO’s previous economic projections were reported in 
January 2016; see Congressional Budget Office, The Budget and 
Economic Outlook: 2016 to 2026 {jtLrm-ity 2016}, www.cbo.gov/ 
publication/5 1 1 29. 

3. October 1 will fell on a weekend not only in calendar year 2016 
but also in calendar years 2017, 2022, and 202.3. In all of those 
years, certain payments due on October 1 will instead be made at 
the end of September and thus be shifted into the previous fiscal 
year. The shifts noticeably boost projected spending and deficits 
in fiscal years 20i6 and 2022 and reduce them in fiscal years 2018 
and 2024. 
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Summary Table 1. 

CBO’s Baseline Budget Projections 



Actual, 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

Total 

2017- 2017- 

2021 2026 







in Billions of Dollars 






Revenues 

3.250 

3.276 

3,421 

3,600 

3,745 

3,900 

4.048 

4.212 

4.385 

4.574 

4,779 

4,993 

18,714 

41.658 

Outlays 

3,688 

3,866 

4,015 

4,120 

4,370 

4,614 

4.853 

5,166 

5.373 

5,574 

5.908 

6,235 

21.973 

50,229 

Deficit 

-438 

-590 

-594 

-520 

-625 

-714 

-806 

-954 

■988 

-1.000 

-1.128 

-1.243 

-3,258 

-8,571 

Debt Held by the Public 















at the End of the Year 

13,117 

14.073 

14.743 

15,325 

16,001 

16.758 

17,597 

18.584 

19.608 

20.649 : 

21.824 

23,118 

n.a. 

n.a. 






As a 

Percentage of Gross Domestic Product 





Revenues 

18.2 

17,8 

17-9 

18.1 

18.1 

18.2 

18.2 

18.3 

18.3 

18.3 

18,4 

18,5 

18.1 

18,3 

Outlays 

20.7 

21.1 

21.0 

20.7 

21.2 

21,6 

21.9 

22.4 

22.4 

22.3 

22.7 

23.1 

21.3 

22.0 

Deficit 

-2-5 

-3.2 

-3.1 

•2.6 

-3.0 

-3.3 

-3.6 

-4.1 

-4.1 

-4,0 

-4.3 

-4.6 

-3.2 

-3.8 

Debt Held by the Public 















at the End of the Year 

73.6 

76.6 

77.2 

77.0 

77.5 

78.4 

79.3 

80.5 

81,7 

82,7 

84.0 

85,5 

n.a. 

n.a. 


Source; Congressional Budget Office. 
n.3. = not applicable. 


outlays are projected to rise by 5 percent ($178 billion). 
As a share of GDP, total revenues are expected to fall from 
18.2 percent to 17.8 percent. In contrast, outlays are pro- 
jected to rise to 21.1 percent of GDP, up from 20.7 per- 
cent last year. Thar increase is the result of the following: 
a 6 percent rise, in nominal term.s, in mandatory spend- 
ing for programs such as Social Security and Medicare 
(which Ls generally governed by statutory criteria); a 
1 percent increase in discretionary outlays (which .stem 
from annual appropriations); and an 1 1 percent jump in 
net interest outlays.'* Debt held by the public will amount 
CO nearly 77 percent of GDP by the end of 2016, CBO 
estimates — 3 percentage points higher than last year and 
its highest ratio since 1950. 

Growing Deficits Projected Through 2026 
Would Drive Dp Debt 

In CBO’s baseline proiection,s, the budget deficit is gener- 
ally on an upward trend over the next decade, reaching 
4.6 percent of GDP in 2026. A slight decline in the defi- 
cit over the next two years is largely explained by the shift 
in the timing of payments from one fiscal year to another 


4. About S37 billion of the increase in mandarory spending and 
S4 billion of the increase in di.screrionar)' .spending result from the 
timing shift mentioned above. li not for rhat .shift, total outlays 
would rise by 4 percent this year (and equal 20.8 percent of 
GDP): mandatory spending would rise by 4 percent, and discre- 
tionary spending by 1 percent. 


because certain scheduled payments fall on weekends. In 
later years, continued growth in spending — particularly 
for Social Security, Medicare, and net interest — would 
outstrip growth in revenues, resulting in larger deficits 
and increasing debt. 

Outlays 

In CBO’s projection.s, annual federal outlays rise by 

$2.4 trillion (or about 60 percent) from 2016 to 2026. 
Relative to the si7e of the economy, outlays remain near 
2 1 percent of GDP for the next few years — higher than 
their average of 20.2 percent over the past 50 years. Larer 
in the coming decade, the growth in outlays would 
exceed growth in the economy, and by 2026, outlays 
would rise to 23- 1 percent of GDP. That increase reflects 
significant growth in mandatory spending and interest 
payments, offset somewhat by a decline, in relation to the 
size of the economy, in discretionary spending. More 
specifically: 

■ Outlays for mandatory programs are projected to rise 
by close to 70 percent in nominal terms from 2016 to 
2026, increasing as a percentage of GDP by almost 
2 percentage points over that period. That increase is 
mainly attributable to the aging of the population and 
rising health care costs per person, which substantially 
boost projected spending for Social Security and 
Medicare. 
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SUMMARY 

■ Because of rising interest rates and, to a lesser extent, 
growing federal debt, the government’s interest 
payments on that debt are projected to rise sharply 
over the next 10 years — nearly tripling in nominal 
terms and almost doubling relative to GDP. 

■ In contrast, discretionary spending is projected to rise 
by a much smaller amount in nominal terms, 
consequently dropping to a smaller percentage of 
GDP than in any year since 1 962 (the first year for 
which comparable data are available). 

Revenues 

If current laws generally remained unchanged, revenues 
would gradually rise — by $1.7 trillion, or about 50 per- 
cent, from 2016 to 2026 — increasing from 17.8 percent 
of GDP in 2016 to 18.5 percent by 2026. They have 
averaged 17.4 percent of GDP over the past 50 years. 

Only revenues from individual income taxes would grow 
faster than the economy. In CBO’s baseline, with reve- 
nues from each source measured as a percentage of GDP: 

■ Receipts from individual income taxes increase each 
year — for a total rise of 1.3 percentage points over 
the 1 0-year period — because of real bracket creep (the 
process in which, as income rises faster chan prices, an 
ever-larger proportion of income becomes subject to 
higher tax rates), rising distributions from tax -deferred 
retirement accounts, an increase in the share of wages 
and salaries earned by higher-income taxpayers, and 
other factors. 

■ Remittances from the Federal Reserve, which have been 
unusually high since 2010, return to more c)^ical levels, 
dropping by 0.4 percentage points from 2016 to 2026. 

■ Payroll tax receipts decline by 0.2 percentage points 
over the next decade, primarily because of the expected 
increase in the share of wages going to higher-income 
taxpayers. 

■ Corporate income tax receipts change little over the 
lO-year period. 

Debt Held by the Public 

As deficits accumulate in CBO’s baseline, debt held by 
the public rises from 77 percent of GDP ($14 trillion) 
at the end of 2016 to 86 percent of GDP ($23 trillion) 
by 2026. At that level, debt held by the public, measured as 
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a percenta^ of GDP, would be more than twice the aver- 
age over dte past five decades (see Summary Figure 1). 

Beyond the 10-year period, if current laws remained in 
place, the pressures that contributed to rising deficits 
during the baseline period would accelerate and push up 
dd>t even more sharply. Three decades from now, for 
instance, debt held by the public is projected to be about 
twice as high, relative to GDP, as it is this year — which 
would be higher than the United States has ever 
retarded. ^ 

Such high and rising debt would have serious negative 
consequences for the budget and the nation; 

■ Federal spending on interest payments would increase 
substantially as a result of increases in interest rates, 
such as those projected to occur over the next few years. 

■ Because federal borrowing reduces total saving in the 
economy, the nation’s capital stock would ultimately 
be smaller, and productivity and total wages would be 
lower. 

■ Lawmakers would have less flexibility to use tax and 
spending policie.s to respond to unexpected challenges. 

■ The likelihood of a fiscal crisis in the United States 
would increase. There would be a greater risk that 
investors would become unwilling to finance the 
government’s borrowing needs unles.s they were 
compensated with very high interest rates; if chat 
happened, interest rates on federal debt would rise 
suddenly and sharply. 

The Projected Deficit for 2016 Is larger 
Than CBO’s March Estimate, but the 10- Year 
Deficit Is Below Previous Projections 

The deficit that CBO now projects for 2016 is $56 bil- 
lion larger than the amount the agency estimated in 
March. Revenues and outlays are both expected to be 
lower: revenues by $87 billion, mostly as a result of lower 
collections of individual and corporate income taxes, and 
outlays by $31 billion. 


5. See Congressional Budget Office, The 2016 Long-Term Budget 
Oudook (July 2016), www.cbo.gov/publicacion/5 1 580. The 
projection of debt held by the public that CBO pubii.shed in that 
report was based on theagenc}’’s March 2016 baseline projections. 
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Summary Figure 1. 

Federal Debt Held by the Public 



Source: Congressional Budget Office. 


For the 2017-2026 period, CBO r\ow projects a cumula- 
tive deficit that is $0.7 trilHou smaller than the $9.3 tril- 
lion the agency previously projected. The average deficit 
in the baseline over the 2017-2026 period is 3.8 percent 
of GDP, compared with the 4.0 percent CBO projected 
in March. 

That decrease stems primarily from revisions to CBO's 
economic forecast. Projected revenues over the lO-year 
period are $0.4 trillion (1 percent) lower, in large part 
because of lower projected nominal GDP. However, 
projected outlays are lower by much more — S I . I rrillion 
(2 percent) — mainly because CBO anticipates lower 
interest rates, and thas smaller interest payments, than 
it did in March. 

By 2026, debt held by the public is projected to total 
$23 trillion, whereas in March it was projected to total 
$24 trillion. Because CBO also lowered its projection of 
GDP for that year, both of those amounts equal 86 percent 
ofGDP. 

Economic Growth and Interest Rates Are 
Projected to Increase in the Near Term but 
Remain Lower Than in Earlier Decades 

According to CBO’s projections, the economic expansion 
over the next two years will reduce the quantity of 
underused resources, or “slack,” in the economy. In addi- 
tion, interest rates on federal borrowing are expected to 


rise over the next few yeans. Beyond the next two years, 
the economy is expected to grow more slowly. 

Economic Growth 

In real terms (that Is, with adjustments to exclude the 
effects of inflation), GDP ro.se at an annual rate of 

1.0 percent in the first half of calendar year 2016. How- 
ever, CBO expects that the economy will expand more 
rapidly in the coming months, with GDP growing by 

2.0 percent over the whole of 2016 and by 2,4 percent in 
20)7 — mainly because the major forces restraining the 
growth of investment, such as a decline in oil prices, have 
begun to subside (see Summary Figure 2). Economic 
growth is expected to slow in 2018 and fall below but 
remain close to the growth of potential (maximum sus- 
tainable) GDP in 2019 and 2020. Most of the growth in 
output during the coming yeans will be driven by con- 
sumers, businesses, and home builders, CBO anticipates. 

CBO’s projections for the second half of the 10-year 
period are not based on forecasts of cyclical developments 
in the economy; rather, they are based on the projected 
trends of underlying factors, such as growth in the labor 
force, the number of hours worked, and productivity. 
According to those projections, productivity will grow 
foster than it did over the past decade, and both actual 
and potential GDP will expand at an average annual rate 
of about 2 percent. However, that rate represents a 
significant slowdown from the average growth in 
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Summary Figure 2. 

Actual Values and CBO's Projections of Key Economic indicators 

CBO projects that econo i ic ar i/ ty wi!! expand at a modest pace ttiis year and next. lowering die unemployment rate ana putting upward pressure on 
inflation and interest rates. 


Growth of Real GDP Unemployment Rate 

5 r 12 r 



i i 

-4 i J . i. } 0 \ ■ i ..i..... i_ - 

2001 2006 20T! 2016 2021 2026 2001 2006 2011 2016 2021 2026 



Source: Congressional Budget Office, using data from the Bureau of Economic Analysis, the Bureau of Labor Statistics, and the Federai Reserve, 

Real gross domestic product is the output of the economy adjusted to remove the effects ofinffation. The unemployment rate is a measure of the number 
of jobless peopie who are avaiiabie for work and are actively seeking jobs, expressed as a percentage of the labor force. The overall inflation rate is 
based on the price index for personal consumption expenditures; the core rate excludes prices for food and energy. 

Data are annual. For real GDP and inflation, values from 2001 through 2015 (the thin lines) reflect revisions to the national income and product accounts 
that the Bureau of Economic Analysis released on July 29. 2016. Vaiues from 2015 through 2026 (the thick lines) reflect the data avaiiabie and 
projections made before July 29. Percentage changes are measured from We fourW quarter of one calendar year to the fouiih quarter of the next year. 
For the unemployment and interest rates, actual data are plotted through 2015, and ali data are fourth-quarter values. 

GOP = gross domestic product. 
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potential output that occurred during th.e 1980s, 1990s, 
and early 2000s — mainly because of slower projected 
growth in the nation’s supply of labor, which is largely 
attributable to the ongoing retirement of baby boomers 
and the relatively stable labor force participation rate 
among working-age women. 

Interest Rates 

Because of slow economic growth in the first half of the 
year and increased uncertainty about global economic 
growth and financial stability, CBO expects the Federal 
Reserve to hold the target range for the federal funds rate 
at 0.25 percent to 0.5 percent until the fourth quaner of 
2016. (The federal flmds rate is the interest rate that 
financial institutions charge one another for overnight 
loans of their monetary reserves.) CBO anticipates that 
the central bank will gradually reduce the extent to which 
monetary policy supports economic growth, and, as a 
result, the federal funds rate will rise to i.8 percent in the 
fourth quarter of 2018 and average 3.1 percent during 
the 2021-2026 period. 

Interest rates on federal borrowing will also increase 
gradually over the next few years, CBO projects, as slack 
in the economy continues to diminish, inflation returns 
to the Federal Reserve’s 2 percent target, and the federal 
funds rate rises. For example, CBO projects that the 
interest rate on 1 0-year Treasury notes will be 1 .9 percent 
in the fourth quarter of 2016, rise to 3.4 percent in the 
fourth quarter of 2020, and average 3.6 percent over the 
2021-2026 period. That projected rise in interest rates 
reflects the expectation chat both foreign and domestic 
economic growth will improve, which should result in 
higher interest rates abroad as well as in the United States. 
In addition, CBO expects the "term premium” — the 
extra return paid to bondholders for risk associated with 
holding long-term Treasury securities — to increase from 
historically low levels. In CBO’s estimation, the term pre- 
mium has remained low, in part, because of low foreign 
interest rates, heightened concern about global economic 
growth, and increased demand for Treasury securities as a 
hedge against possible adverse economic outcomes. 

Aithough CBO projects that interest rates will rise above 
chose currently in effect, they would still be lower than 
the average rates during the 25'year period that preceded 
the most recent recession for several reasons: slower 
growth in the labor force, slightly slower growth in pro- 
ductivity, and only partial dissipation of the faaors that 
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have held down the term premium and increased the 
demand for Treasury securities. 

The liibor Market 

According to CBO’s estimates, the growth in output will 
heighten demand for labor over the next year and a half, 
leading to solid employment gains and eliminating labor 
market slack in 2017, thereby putting upward pressure 
on w^cs. The agency projects chat the unemployment 
rate will foil below the estimated natural rate of unem- 
ployment (the rate chat arises from all sources except fluc- 
tuations in the overall demand for goods and services), 
bottoming out at 4.5 percent In the fourth quarter of 
2017. In CBO’s projections for later years, which are 
primarily based on long-term trends, the unemployment 
rate rises to 4.9 percent. 

The increases in employment and wages in the near term 
are expected to mitigate an otherwise prevailing decline 
in participation in the labor force — both by encouraging 
people who were out of the labor force because of weak 
job prospects to enter it and by encouraging people who 
were considering leaving the labor force to remain in it. 

As a result, CBO anticipates that over the next year and a 
half, the rate of labor force participation will change little 
from the 62.7 percent that it was in the second quarter of 
this year. (The labor force participation rate is the per- 
centage of people in the civilian noninstitutionalized 
population who are at least 16 years old and are either 
working or seeking work.) It is projected to decline by 
roughly percentage points through 2026. 

The prevailing decline in the labor force participation 
rate reflects underlying demographic trends and, to a 
smaller degree, federal policies. More specifically, the 
factors that contribute to that decline include the contin- 
ued retirement of baby boomers, reduced participation by 
less-skilled workers, and the lingering effects of the 
recession and weak recovery. In addition, certain aspects 
of federal laws, including provisions of the Affordable 
Care Act and the structure of the tax code, will reduce 
participation in the labor force by reducing people’s 
incentive to work or seek work. 

Inflation 

CBO expects that the diminishing slack in the economy, 
along with higher prices for crude oil, will put upward 
pressure on prices for goods and services. That upward 
pressure will be somewhat alleviated by the effects of a 
strong dollar in relation to other currencies. This year, 
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SUMMARY 

CBO projects, the race of inflation in the price index for 
personal consumption expenditures will rise to 1.5 per- 
cent from 0.5 percent in 20 1 5. In 2017, the rate of 
inflation is projected to rise to the Federal Reserve’s 
longer-run goal of 2.0 percent; in CBO’s projections, it 
remains at that rate throughout the coming decade. 

GDP and Interest Rates Are Now Projected to 
Be lower Than CBO Estimated in January 

CBO’s current economic projections differ in two 
important respects from those the agency made in 
January 2016. First, potential and actual real GDP are 
lower; By 2026, those measures are 1 .6 percent lower 
than CBO previously projected. Second, interest rates are 
significantly lower than CBO projected in January. By 
2026, short-term rates are 0.4 percentage points lower, 
and long-term races are 0.5 percentage points lower. 
Other changes to CBO’s projections are more modest. 

CBO now projects slower growth in real GDP for 2016, 
largely because growth during the first half of the year 
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was weaker than previously anticipated. Downward 
revisions to potential and actual GDP over the decade 
were made on the basis of new data and a reassessment of 
projected growth in the tabor force and in potential total 
fector productivity in the nonfarm business sector. (Total 
fector productivity is the average real output per unit of 
combined labor and capital services.) 

The weak growth so far this year, coupled with uncer- 
tainty about the effects of the United Kingdom’s vote to 
leave the European Union, leads CBO to anticipate that 
the Federal Reserve will raise the federal funds rate more 
slowly than was projected In January. As a result of that 
revision, and because of lower projected interest rates 
abroad, CBO has revised downward its projections for 
the interest rates on .5-month Treasury bills and 10-year 
Treasury notes over the next several years. The downward 
revision to interest rates over the rest of the decade 
primarily reflects greater expected demand for Treasury 
securitie,s. 
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□ 

The Budget Outlook 


Congressional Budget Office estimates that 
the federal budget deficit in fiscal year 2016 will total 
$590 billion, or 3-2 percent of gross domestic product 
(GDP), up from 2.5 percent in 2015. This year’s deficit 
will mark the first increase in the budget shorriall, mea- 
sured as a share of the nation’s output, since 2009 (see 
Figure l-l). As a result, debt held by the public is expected 
to increase to almost 77 percent of GDP at the end of 

2016 — about 3 percentage points higher than la.st year’s 
amount and the highest ratio since 1950. 

The deficit projected for this year is $56 billion above the 
estimate that CBO published in March, primarily because 
receipts from Individual and corporate income taxes have 
been lower than anticipated.' The agency also has reduced 
its baseline projection of the cumulative deficit for the 

20 1 7- 2026 period by $71 2 billion — from $9.3 trillion to 
$8.6 trillion. The projected deficit for 2017 is larger, but 
those projected for every year between 20 1 8 and 2026 are 
smaller. 

Revenues in CBO’s baseline over the lO-year period are 
$431 billion (or 1 percent) below the amount that CBO 
previously reported, in large part because of lower pro- 
jected nominal GDP. However, projecred outlays decline 
by a larger amount — $ 1 . 1 trillion (or 2 percent) — mainly 
because CBO anticipates lower interest rates and thus 
smaller interest payments than it did in March. Despite 
the reduction in projected deficits, debt held by the 
public at the end of 2026 remains at about the same 
percentage of GDP, largely because CBO has reduced 
its estimate of economic output in that year. 

As specified in law, CBO constructs its baseline projec- 
tions of federal revenues and spending under the a.ssump- 
tion that current laws will generally remain unchanged. 
Under that assumption, annual budget shortfalls In 
CBO’s baseline rise substantially over the 2017—2026 


! . Sec Congressional Budget Office. Updated Budget Projections: 
2016 to 2026 (March 2016), w%vw.cbo.gov/pub!ication/51384. 


period — from a low of $520 billion in 2018 to $1.2 tril- 
lion in 2026." That increase is projected to occur mainly 
because growth in revenues would be outpaced by a com- 
bination of significant growth in spending on health care 
and retirement programs — cau.sed by the aging of the 
population and rising health care costs per person — and 
growing interest payments on federal debt. 

Deficits are projected to dip from 3. 1 percent of GDP in 
2017 to 2.6 percent in 2018 and then to begin rising 
again, reaching 4.6 percent at the end of the lO-year 
period — ^significantly above the average deficit as a per- 
centage of GDP between 1966 and 2015. Over the next 
10 years, revenues and outlays alike arc projected to be 
above their 30-year averages as measured relative to GDP 
(see Figure 1 -2). 

In CBO’s current baseline projections, federal debt held 
by the public as a percentage of GDP grows in nearly 
every year, reaching 86 percent by 2026. By comparison, 
federal debt has averaged 39 percent of GDP over the 
past five decades. Beyond 2026, if current laws remained 
in place, the pressures chat contribute to rising deficits 
during the coming decade would accelerate and push 
debt up sharply relative to GDP.’ 

Such high and rising debt would have serious conse- 
quences, both for the economy and for the federal budget. 
Federal spending on interest payments would increase 
substantially as a result of increases in interest rates, such 
as those projected to occur over the next few years. More- 
over, because federal borrowing reduces national saving 
over time, the nation’s capital stock ultimately would be 
smaller, and productivity and income would be lower 
than would be the case if the debt was smaller. In addition, 


2. CBO’s updated baseline projections incorporate the elFects of 
legislation and administrative actions through July 15. 2016. 

3. For a more detailed discussion, see Congressional Budget Office, 
The 2016 Long- Term Budget Outlook (July 20 1 6), vmw, cbo.gov/ 
publication/5 1 580. 
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Figure 1-1. 

Total Deficits and Surpluses 

Percentage of Gross Domestic Product 



Source: Congressional Budget Office. 


As 3 pei'centage of gross 
dorrsestic product, deficits 
exceed the 50-year average 
for most of the 2016-2026 
projection period as 
mandatory spending and 
interest payments rise faster 
than revenues. 


lawmakers would have less flexibility than otherwise to 
rCsSpond to unexpected challenges, such as significant 
economic downturns or financial crises. Finally the likeli- 
hood of a fiscal crisis in the United States would increase. 
S pecifically, the risk would rise of investors’ becoming 
unwilling to finance the government’s borrowing unless 
they were compensated with very high interest rates. If 
that occurred, interest rates on federal debt would rise 
suddenly and sharply relative to rates of return on other 
assets. 

The Budget Outlook for 2016 

In the absence of additional legislation that would affect 
spending or revenues, the deficit in fiscal year 2016 will 
be $390 billion, $152 billion more than the shortfall 
recorded in 201.3, CBO estimates (see Table 1-1). Part of 
that increase is attributable to a shift of certain payments 
from fiscal year 2017 into fiscal year 2016 (because 
October 1, 2016, falls on a weekend). Without that shift, 
CBO estimates, the deficit would amount to $549 billion 
in 2016. (For more details about timing shifts in the 
baseline, see Box 1-i on page 1.3.) 

Even after adjusting for the shift in payments, CBO antici- 
pates an increase in the budget shortfell for 2016. Reve- 
nues, which rose by almost 8 percent last year, are expected 
CO increase by about 1 percent in 20 J 6 — significandy less 
than the increase in outlays, which are anticipated to grow 
by nearly 4 percent this year (after adjusting for the riming 


shifts). As a percentage of GDP, the deficit will increase in 
2016 to 3.2 percent, CBO estimates, exceeding last year’s 
deficit of 2.5 percent as well as the 2.8 percent average 
recorded over the past 50 years; if not for the timing 
shifts, the deficit would be 3.0 percent of GDP. 

Outlays in 2016 

Outlays are expected to mcrea,se by $178 billion this year 
to a total of $3.9 trillion. CBO projects that federal 
spending will equal 21.1 percent of GDP, which is above 
both last year’s 20.7 percent and the 20.2 percent average 
over the past 50 years. If not for the shift of some pay- 
ments, outlays in 2016 would increase by $137 billion 
and would equal 20.8 percent of GDP, CBO estimates, 
slightly above last year’s percentage. 

Growth in outlays for 2016 is driven by an increase in 
mandatory spending (above the rate of growth of the 
economy) and higher interest payments; discretionary 
outlays are projected to rise only slightly from last year’s 
total. Specifically, adjusted for the shift in timing: 

■ Mandatory spending is estimated to rise by about 
4 percent in nominal terms in 2016, increasing to 
13.1 percent of GDP (compared with 12.9 percent in 
2015).' 


4 . M^daroty spending is governed by staturoiy criteria and is nor 
normally controlled by die anniiai appropriation process. 
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Figure 1-2. 

Total Revenues and Outlays 

Percentage of bross Domestic Product 


Average Outlays, 
1966 to 2015 



Average Revenues, 
1966 to 2015 


Source: Congressional Budget Office. 

■ Discretionary spending is projecred to increase by 
1. percent this year but fail to 6.4 percent of GDP 
(compared with 6.6 percent kst year).’ 

■ Net interest spending is expected to rise by about 
1 1 percent, increasing to 1 .4 percent of GDP 
(compared with 1,3 percent in 2015). 

Mandatory Spending. Outlays for mandatory program.s 
will rise to S2.4 trillion this year, CBO estimates, an 
increase of $139 billion from 2015 (see Tabic 1-2 on 
page 16). Without the shift in the timing of .some pay- 
ments, mandatory spending would grow by S 102 billion. 
Most mandatory spending is for the federal government's 
major health care programs and Social Security. Those 
health care programs consi.st of Medicare, Medicaid, and 
the Children’s Health Insurance Program, along with fed- 
eral subsidies for health insurance purchased through the 
marketplaces established by the Affordable Care Act 
(ACA) and related spending.*’The largest increases in net 
outlays, compared with .spending in 2015, areattribut- 


5. Discretionaiy spending is eonrroiled by annual appropriation acts 
that .specify tlu* ainoiiiu.s tliac are to be provided tor broad array 

of governmenc acrivirie.s incUiding. for example, deten-se, law 

enforcement, and cranspnrtarioii. 

6. Fur a more derailed disciis-sion of federal health care subsidies, 
see Coiigre.ssional Budget Office. Feclcral Sul/sidies for Health 
Insurance Coverage jhr People Under Age 65: 2016 to 2026 
(March 20i6). ww\v,cbo.gov/pubiicarion/5i385. 


able to growth in the major health care programs and 
Social Security, as well as a decrease in receipts from the 
auction of licenses to use the electromagnetic spectrum 
(the proceeds of those auctions are recorded as reductions 
in mandatory outlays). Those increases in outlays will be 
partially offset by lower spending for higher education. 

Major Health Care Programs. Federal spending for the 
major healrh care programs will jump by $77 billion (or 
about 8 percent) in 2016, CBO estimates. That amount 
overstates underlying growth in those programs, however, 
becau.se it reflects a $22 billion shift in the timing of cer- 
tain Medicare payments from 2017 into 2016. After 
adjusting for rhe payment .shift, CBO anticipates that 
spending for rhe major health care programs will rise by 
$55 billion (or about 6 percent) in 2016. Medicare 
accounts for more than half of that increase: Outlays for 
the program (net of premiums and other offsetting 
receipts) are expectc'd to grow by $30 billion (or 6 percent) 
this year, largely because of increased spending per person, 
particularly for prescription drugs. Spending for such drugs 
is projected to incre;tse by roughly 1 5 pe.rccnr this year, 
after adjustments for timing shifts and reconciliation pay- 
ments. Much of that increase stems from spending for 
people wfiose out-of-pocket costs for prescription drugs 
exceed the catastrophic limit on out-of-pocket spending. 


7. Reconciliation pastnencs arc adjti.vrmeiK,s typicaiiy made two %'ears 
after initial disbursemencs were made for certain eiemciirs ofiiK- 
prescription drug program. 
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Table 1-1. 

CBO’s Baseline Budget Projections, by Category 


Total 

Actual, 2017- 2017- 



2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2021 

2026 








in Billions of Dollars 






Revenues 

Individual income taxes 

1,5^1 

1,553 

1.667 

1.i«) 

1,877 

1,968 

2.069 

2,172 

2,277 

2,390 

2,511 

2,637 

9,362 

21,348 

Payroll taxes 

1.065 

1,114 

1,149 

1.188 

1,2K 

1.K7 

1.315 

1.364 

1,414 

1,465 

1,521 

1.579 

6,147 

13,4% 

Corporate income taxes 

344 

300 

321 

337 

352 

381 

374 

378 

385 

396 

410 

427 

1,765 

3,761 

Other 

300 

309 

284 

295 

289 

284 

289 

299 

310 

323 

336 

350 

1,442 

3,059 

Total 

3,250 

3,276 

3,421 

3,600 

3,745 

3,900 

4,048 

4,212 

4,385 

4,574 

4,779 

4,993 

18,714 

41,658 

On-budget 

2,480 

2,466 

2.K7 

2,7X 

2854 

2^2 

3,099 

3.230 

3368 

3521 

3689 

3,863 

14,257 

31,928 

Off-budget* 

770 

810 

835 

864 

891 

918 

949 

983 

1.017 

1,053 

1,090 

1,129 

4,457 

9,730 

OiAlays 

Mandatory 

2.297 

2.437 

2,538 

2,614 

2798 

2961 

3,123 

3.353 

3,479 

3604 

3851 

4,095 

14,033 

32,415 

Discretionary 

1,168 

1,181 

1.207 

1,205 

1,223 

1,248 

1.275 

1,306 

1,332 

1,358 

1,3% 

1,428 

6,157 

12,977 

Net interest 

223 

248 

270 

301 

350 

405 

456 

507 

562 

612 

661 

712 

1,783 

4.838 

ToUl 

3,688 

3,866 

4,015 

4,120 

4.370 

4,614 

4,853 

5,166 

5.373 

5,574 

5,908 

6,235 

21,973 

50,229 

On-budget 

2.945 

3,087 

3,203 

3253 

3442 

3620 

3,789 

4,027 

4,155 

4,274 

4,520 

4.755 

17,306 

39,038 

Off-budget* 

743 

779 

813 

866 

928 

994 

1.0^ 

1.139 

1.218 

1,301 

1,387 

1,480 

4,666 

11,192 

Deficit M or Surplus 

-438 

•590 

-594 

•520 

•625 

•714 

-806 

-954 

-988 

-1,000 

-1,128 

-1,243 

-3,258 

-8,571 

On-budget 

•466 

-621 

•616 

•518 

-588 

•637 

-690 

-797 

•787 

•753 

-831 

-892 

•3,049 

-7.109 

Off-budget* 

27 

31 

22 

•2 

-37 

•77 

-116 

•156 

-201 

■247 

•297 

•351 

-209 

-1.462 

Debt Held by the Public 

13,117 

14,073 

14.743 

15.325 

16,001 

16.758 

17.597 

18,584 

19,608 

20,649 

21.824 

23,118 

n.a. 

n.a. 

MemorandiHTi: 

Gross Domestic Product 

17.810 

18,367 

19.102 

19.895 

20,637 

As 

21.372 22193 2 3075 24.001 24,967 

a Percentage of Gross Domestic Product 

25,977 

27,027 

103,198 

228,245 

Reverses 

Individual income taxes 

a? 

8.5 

8,7 

8.9 

9.1 

9.2 

9.3 

9.4 

9,5 

9.6 

9.7 

9.8 

9,1 

9,4 

Payroll taxes 

6.0 

6.1 

6.0 

6.0 

5.9 

5.9 

5.9 

5.9 

5.9 

5.9 

59 

58 

50 

5.9 

Corporate Income taxes 

1.9 

1.6 

1,7 

1.7 

1.7 

1.8 

1.7 

1.6 

1,S 

1.6 

1.6 

1.6 

1.7 

1.6 

Other 

1,7 

1.7 

1.5 

1.5 

1.4 

1.3 

1.3 

1,3 

1.3 

1.3 

1,3 

1.3 

1.4 

1.3 

Total 
















17.8 

17.9 

18.1 

18.1 

18.2 

18.2 

18.3 

18.3 

18.3 

18.4 

18.5 

18.1 

18.3 

On-budget 

13.9 

13,4 

13.5 

13.7 

13.8 

14.0 

14.0 

14.0 

14.0 

14.1 

14,2 

14.3 

13.8 

14.0 

Off-budget* 

4.3 

4,4 

4.4 

4.3 

4.3 

4.3 

4,3 

4.3 

4.2 

4.2 

4.2 

4.2 

4.3 

4.3 

Outlays 

Mandatory 

12.9 

13.3 

13.3 

13.1 

13.6 

139 

14.1 

14.5 

14,5 

14.4 

14.3 

15.2 

13.6 

14.2 

Oisaetionary 

6.6 

6.4 

6.3 

6.1 

5.9 

5.8 

5.7 

57 

55 

54 

54 

5,3 

6.0 

5.7 

Net Interest 

1.3 

1.4 

1,4 

1.5 

1,7 

1.9 

21 

2.2 

2,3 

2.5 


2,6 



T<^l 














20.7 

21.1 

21.0 

20.7 

21.2 

21.6 

21.9 

22.4 

22.4 

22.3 

22.7 

23.1 

21.3 

22.0 

On-budget 

16.5 

16.8 

16.8 

16.4 

16.7 

ia9 

17.1 

17.S 

17.3 

17,1 

17.4 

17.6 

16,8 

17.1 

Off-budget* 

4.2 

4.2 

4.3 

4.4 

4,5 

4.7 

4.8 

4.9 

51 

52 

53 

55 

4.5 

4.9 

Oeficitf-) Of Surplus 

-2.5 

•3.2 

-3.1 

-2.6 

•3.0 

•3.3 

•3.6 

•4.1 

■4.1 

-4.0 

-4.3 

4.6 

-3.2 


On-budget 

-2,6 

-3.4 

-32 

•26 

-28 

•30 

-31 

•3.5 

-3.3 

-30 

■3.2 

-3,3 

-3.0 

•3.1 

Off-budget* 

0,2 

0.2 

0.1 


-0.2 

-0.4 

•0.5 

-0.7 

■0.8 

-1.0 

•1.1 

-1.3 

-0.2 

-0.6 

Debt Held by the Public 

73.6 

76,6 

77.2 

77.0 

77.5 

78.4 

79.3 

80.5 

81,7 

82.7 

84.0 

85.5 

n.3. 

n.a. 


Source: Congressional Budget Office. 

n.a. = not applicable; * = between -0.05 percent and zero. 

a. The revenues and outlays of the Social Security trust ftjnds and the net cash flow of the festal Service 


are classified as off-budget. 
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Box 1-1. 

Shifts in the Timing of Certain Payments in CBO’s Baseline 


The pattern of deficits projected in the Congressional Budget Office’s baseline is significantly affected by shifts 
in the timing of certain payments. When October 1 {the first day of the fiscal year) falls on a weekend, a number 
of payments that are due on that day are instead made at the end of September, thus shifting into the previous 
fiscal year. Because October 1 falls on a weekend in calendar years 2016, 2017, 2022, and 2023, those shifts 
noticeably boost projected outlays— and thus the deficit-nn fiscal years 2016 and 2022 but reduce them in 
fiscal years 2018 and 2024 {see the table). If not for tttose timing shifts— as well as two other shifts unrelated to 
those October 1 payments— the deficit would be smaller by $41 billion fliis year, smaller by $4 billion in 2017, and 
larger by $45 billion in 2018.’ The magnitude of the shifts is greater over die 2022-2024 period as projected 
spending for the affected programs rises. 

Mandatory Spending 

All told, shifts in the timing of payments will boost mandatory outlays by $37 billion in 2016 and reduce them by 
$41 billion in 2018. The largest shift involves payments to private insurance plans that deliver medical benefits 
and outpatient prescription drugs for beneficiaries enrolled in the Medicare Advantage and Part D programs. 
The shift in those payments will increase Medicare oufiays by $22 billion in 2016 and decrease them by 
$24 billion in 2018. 


Billions of Dollars 


Payments That Are Shifted in CBO’s Baseline 



2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 2024 

2025 

2026 

Revenues 

0 


. 

0 

6 

-6 

0 

0 0 

0 

0 

Outlays 

Mandatory 

Medicare 

22 

3 

-24 

0 

0 

0 

41 

3 -44 

0 

0 

Veterans' benefits 

7 

1 

-8 

0 

0 

0 

9 

1 -9 

0 

0 

Militaiy retirement 

4 

• 

-4 

0 

0 

0 

5 

* -5 

0 

0 

Supplemental Secuifty Income 

4 

• 

•5 

0 

0 

0 

5 

• -5 

0 

0 

Outer Continental Shelf 

0 

• 

• 

0 

0 

0 

0 

• * 

0 

0 












Subtotal 

37 

4 

■41 

0 

0 

0 

60 

5 -65 

0 

0 

Discretionary 

4 

■ 

-4 

0 

0 

0 

5 

* -5 

0 

0 

Total 

41 

4 

-45 

0 

0 

0 

64 

5 -70 

0 

0 

Increase {•) or Decrease in the Deficit 

-41 

-4 

45 

0 

6 

-6 

•64 

-5 70 

0 

0 

Memorandum: 

Deficit 

In billions of dollars 

Baseline 

-590 

•594 

•520 

-625 

-714 

•806 

-954 

-988 -1,000 

-1.128 

-1.243 

Baseline adjusted for timing shifts 

-549 

-590 

-565 

-625 

-720 

-800 

-889 

•983 -1.070 

-1.128 

-1.243 

As a percentage of GDP 

Baseline 

-3.2 

-3.1 

-2,6 

-3.0 

-3.3 

-3.6 

-4.1 

-4.1 -4.0 

-4,3 

■4.6 

Baseline adjusted for timing shifts 

•3.0 

-3.1 

-2.8 

-3,0 

-3.4 

-3.6 

-3.9 

-4.1 -4,3 

-4.3 

-4.6 


Source: Congressional Budget Office. 

GDP = gross domestic product; ’ = between -$500 million and $500 million. 


1, Although 12 benefit checks will be issued in fiscal year 2017, total outlays in that year will still be affected by shifts in the timing 
of those payments. The payments due on October 1. 2016, will be shifted from fiscal year 2017 into 2016, and the payments due 
on October 1, 2017, will be shifted from fiscal year 2018 into 2017. Because the payments shifted into 2017 will be larger than the 
payments shifted out of that year, outlays in 2017 will be boosted, on net, by $4 billion. 


13 


Continued 



23 


14 ,\N IPDATE TO THE BIDGET .AMD ECO.MOMIC OlTiCXMt; 20i6 TO 2026 


AUGUST 2016 


Similar shifts in the timing of paymente for certain veterans' benefits, military retirement, and Suppiementa! 
Security Income will increase mandatory outlays by an additional $15 billion this year and reduce them by 
$16 billion in 2018. 

Lastly, royalty payments owed to the federal government stemming from the extraction of minerals from 
federally owned lands are due on the last day of each month. (Such payments are recorded as offsetting 
receipts in the budget) When September 30 falls on a weekerKl— as it will in 2017 and 2023— those payments 
are instead made at the beginning of October, thus shifting into the following fiscal year. As a result outlays will 
be boosted by $0.3 biilion in 2017 and reduced by the same amount in 2018. 

Discretionary pending 

As with the mandatory benefit programs described above, pay for active-duty and reserve military personnel is 
shifted into the prior fiscal year when October 1 falls on a weekend. As a result, defense outlays will be boosted 
by $4 biilion in 2016 and reduced by a similar amourrt in 2018. 

Revenues 

CBO’s projections of corporate income taxes are also affected by shifts in the timing of payments. Corporate 
payments of estimated taxes are due four times per year. However, for corporations with assets exceeding 
$1 billion, two laws enacted in recent years related to trade preference programs (Public Laws 112-163 and 
114-27) required a small portion of their estimated payments that would otherwise have been due in the fourth 
quarter of calendar years 2017 and 2020 to instead be made one quarter early, thereby shifting them into the 
previous fiscal year. As a result of those shifts, revenues under current law will be higher in 2017 (by an 
estimated $0.2 billion) and 2020 (by an estimated $6 billion), and lower by those amounts in 2018 and 2021. 


Medicaid outlays are expected to climb by $1 5 billion {or 
4 percent) this year; that rate of growth is roughly one- 
quarter of the increase recorded in 2015, in part because 
the optional expansion of coverage authorized by the 
ACA has been in place for two years and the rapid growth 
in enrollment that occurred during the initial stage of the 
expansion has begun to moderate. In total, CBO antici- 
pates that Medicaid enrollment will be roughly flat in 
2016 (compared with an estimated 5.5 percent increase 
in 2015). 

Outlays for the Children’s Health Insurance Program 
will increase by $5 billion in 2016, to $14 billion, CBO 
estimates. That growth stems almost entirely from an 
increase in the rate at which the federal government 
matches states’ payments; that increase went into effect at 
the beginning of the fiscal year. 

Outlays for subsidies that help eligible people purchase 
health insurance through marketplaces, as well as related 
spending, will total $43 billion in 2016, CBO estimates — 
an increase of S5 billion. That growth largely reflects an 
increase in the number of people who arc e.stimated to 
have purchased subsidized coverage through the market- 
places (on average, 9 million in calendar year 2016, 


compared with 8 million in calendar year 2015) and an 
increase in premiums for such coverage. 

Social Security. CBO estimates chat ouclay,s for Social 
Security benefits will climb by $28 billion, or 3 percent, 
this year. That percentage increase is about a percentage 
point below the rate of growth in 2015, primarily because 
there was no cost-of-living adjustment for beneficiaries in 
January 2016. 

Spectrum Auctions. Net receipts from the 2015 auction of 
licenses to use a portion of the electromagnetic spectrum 
will total $9 billion in 2016; that auction brought in 
$30 billion in 2015. Those lower receipts have the effect 
of boosting outlays in 2016 by $21 billion relative to the 
total in the previous year. 

Higher Education. Although mandatory outlays for higher 
education totaled $22 billion in 2015, they are expected 
CO be just $5 billion this year. Those outlays include sub- 
sidy costs for federal student loans issued in the current 
year, revisions to the subsidy costs for loans made in pre- 
vious years, and mandatory spending for the Federal Pell 
Grant Program. This year, the Department of Education 
has recorded a revision to the subsidy costs for past loans 
that resulted in a $7 billion increase in outlays; the 2015 
revision was larger, increasing outlays by $18 billion. 
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That difference accounted for most of the drop in man- 
datory outlays for higher education this year.® In addition, 
CBO estimates that mandatory outlays for Pell grants will 
fall by $4 billion in 2016.'^ 

Discretionary Spending. CBO anticipates that outlays 
from annual appropriations will total nearly $1.2 trillion 
in 2016 — $13 billion more than last year (see Table 1-3 
on page 18). Although defense outlays will fail slightly 
(their fifth consecutive year of decline), nondefense dis- 
cretionary outlays will increase for the third consecutive 
year, more than offsetting the decline in defense spending. 

Defense outlays, which amounted to $583 billion in 
20 1 5, will fall by S4 billion, to $579 billion, according to 
CBO’s calculations. If not for the shift in the payment 
date for military pay, outlays would total $575 billion, a 
decline of about 1 percent. Most of that change will result 
from a reduction in spending designated for overseas con- 
tingency operations (war-related activities, primarily in 
Afghanistan). Such spending will decrease by roughly 
$5 billion this year, CBO estimates. All told, defense out- 
lays in 2016 arc expected to be 18 percent less (in nominal 
dollars) than they were at their peak in 201 1; roughly 
70 percent of chat decline will stem from lower spending 
for military operations in Afghanistan and Iraq. 

CBO expects that nondefense discretionary outlays will 
increase by $18 billion (or 3 percent) in 2016, to $602 bil- 
lion. A lower negative subsidy race for mortgage guaran- 
tees by the Federal Housing Admini.scration accounts for 
$5 billion of that increase in outlays.’” Becau.se such 


8. Under the Fctlera! Credit Reform Act, a program’s subsidy costs 
arc calculated by subtracting the present value of the government’s 
projeaed receipts from the present value of its projected payments. 
Ttic estimated subsidy costs can be increased or decreased in 
subsequent years to reflect updated asse-ssmcnc? of the payments and 
receipts a.ssociated with riie program. Present value is a single 
number riiat expresses a flow of current and fiiture income (or 
payments) in terms of an equivalent lump sum received (or paid) 
today. The pre.senr value depends on the race of interest (the 
discount rate) chat is used to translate future cash flows into current 
dollars, 

9, Most of the Pell grant program is funded through discretionary 
appropriatioas; such outlays are anticipated to rise by S3 billion 
this year. All told, spending for Pell grants — including both 
mandatory and discretionary outlays — will dip by Si billion in 
2016, CBO estimates, primarily because of a drop in the number 
of students receiving such grams. 
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receipts are recorded as reductions in discretionary out- 
lays, the decline in receipts will cause overall spending for 
nondefense programs to rise. In addition, discretionary 
oudays for Pell grants will climb by $3 billion this year, 

CBO estimates." The remaining growth in nondefense 
discretionary outlays is the re.sulc of a number of relatively 
small increases in spending for various programs. In total, 
nondefcnse outlays in 2016 will be about 9 percent less 
than their peak in 2010. 

Net Interest. Outlays in this category consist of the gov- 
ernment’s interest payments on debt held by the public 
minus interest income the government receives. In 2016, 
such outlays will rise to $248 billion, from $223 billion 
last year, CBO estimates. The increase stems primarily 
from adjustments to the principal of inflation-protected 
securities.’’ (Those adju-stments are made monthly to 
account for inflation and recorded as outlays for interest; 
they are based on the consumer price index for ail urban 
consumers.) The continued accumulation of debt also 
contributes to the increase in outlays for net interest. 

Revenues in 2016 

On the basis of tax collections through July 2016, CBO 
expects federal revenues to total $3.3 trillion this fiscal 
year, $26 billion (or about I percent) more than in 
2015. CBO anticipates that revenues will decline from 
18.2 percent ofGDP in 2015 to 17.8 percent in 2016, 
closer to the 17.4 percent average over the past 50 years. 

Individual Income Taxes. CBO e.stimates that collection.s 
of individual income taxes will increase by $ 1 3 billion (or 
about 1 percent) in 2016. Specifically, CBO expects that 
taxes withheld from paychecks will rise by $30 billion (or 
2 percent), most likely because of growth in wages and 
salaries. Offsetting that rise are higher refunds of $14 bil- 
lion and lower nonwichheld payments of $3 billion. The 
sources of that $ 1 8 billion decrease in revenues will 
become clearer as tax return data become available over 
the next two years. 


10. A nt^tive subsidy indicates chat, for budgetary purposes, 
the cransactions are recorded as generating net income for the 
government. 

1 1. However, mandatorv' spending for Pell grants will foil by S4 billion 
in 2016. 

12. At the end of July, there were $1.2 trillion of Treasury inflation- 
protected securities outsranding. 
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Table 1-2. 


Mandatory Outlays Projected In CBO’s Baseline 

Billions of Dollars 


Social Security 

Old-Age and Survivors Insurance 
Disability Insurance 
Subtotal 

Major Health Care Programs 
Medicare'' 

Medicaid 

Health insurance subsidies and related spending” 
Children's Health Insurance ft’ogram 
Subtotal^ 

Income Security Programs 
Earned income, child, and other tax credits' 
Supplemental Nutrition Assistance Program 
Supplemental Security Income 
Unemployment compensation 
Family support and foster care” 

Child nutrition 
Subtotal 

Federal Civilian and Military Retirement 
Civilian' 

Military 

Other 

Subtotal 

Veterans' Programs 
Income security 
Other® 

Subtotal 

Other Programs 
Agriculture 
Deposit Insurartce 
MERHCF 

Fannie Mae and Freddie Mac” 

Higher education 
Other 
Subtotal 


2017- 2017- 


2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2021 

2026 

738 

766 

m 

849 

906 

967 

1.030 

1,097 

1.167 

1,240 

1,317 

1,397 

4.552 

10,769 

144 

144 

145 

150 


161 

169 

177 

185 

194 

^2 

212 

781 

1,752 

882 

910 

944 

999 

1,( K 1 

1.128 

1.199 

1,274 

1.352 

1,434 

1,520 

1,609 

5,333 

12.521 

634 

6% 

708 

716 

790 

848 

910 

1.017 

1,048 

1,076 

1,194 

1.289 

3,972 

9,5% 

350 

365 

393 

415 

437 

459 

483 

508 

534 

562 

591 

621 

2,186 

5.001 

38 

43 

54 

67 

76 

81 

86 

89 

93 

97 

100 

103 

365 

847 

9 

14 

14 

12 

6 

6 

6 

6 

6 

6 

6 

6 

43 

71 

1.031 

1,118 

1.169 

1.210 

1,309 

1,394 

1.484 

1,619 

1,681 

1,740 

1,890 

2,019 

6,565 

15,515 

85 

84 

86 

87 

89 

89 

89 

91 

93 

96 

98 

100 

440 

918 

76 

74 

71 

70 

70 

69 

69 

69 

69 

69 

70 

71 

349 

697 

55 

59 

56 

53 

59 

61 

62 

69 

66 

63 

70 

72 

290 

629 

32 

34 

32 

34 

38 

43 

45 

47 

49 

51 

53 

56 

193 

448 

31 

31 

32 

32 

33 

33 

33 

34 

34 

35 

35 

35 

164 

337 

22 

23 

24 

25 

26 

27 

28 

29 

30 

32 

33 

34 

129 

287 

300 

304 

300 

301 

314 

321 

327 

339 

342 

345 

359 

368 

1,564 

3,317 

97 

98 

100 

104 

107 

110 

114 

118 

122 

126 

130 

134 

535 

1,165 

57 

62 

58 

55 

61 

63 

64 

71 

68 

64 

72 

73 

301 

650 

7 

4 

5 

5 

5 

5 

6 

7 

a 

9 

5 

11 

27 

66 

161 

164 

164 

164 

173 

179 

185 

196 

197 

199 

206 

213 

864 

1,881 

76 

89 

87 

84 

95 

98 

102 

114 

110 

104 

117 

121 

466 

1,032 




18 

17 

18 

18 

70 

71 

21 

73 

24 

92 

201 















92 

109 

108 

102 

112 

116 

120 

134 

130 

125 

140 

145 

558 

1,233 

13 

14 

19 

19 

16 

15 

15 

15 

15 

15 

15 

15 

84 

160 

-13 

•12 

■11 

-13 

•10 

-11 

-11 

-11 

-12 

-13 

■14 

-15 

-56 

-121 

10 

10 

10 

11 

11 

12 

13 

13 

14 

14 

15 

16 

57 

130 

0 

0 

3 

2 

1 

1 


1 

1 

1 

1 

2 

7 

12 

22 

5 

-7 

-4 

-2 


1 

1 

1 

1 

1 


•13 

-9 

J 6 

_51 

_73 

_75 

_73 

_72 

_69 

_67 

J7 

J6 

J5 

J9 

362 

695 

88 

67 

86 

90 

89 

89 

87 

36 

85 

84 

84 

87 

441 

867 


PayroU Taxes. CBO expects that receipts from payroll 
taxes — which primarily fund Social Security and Medi- 
care’s Ho.spital Insurance program — will increase by 
S49 billion (or about 3 percent) this year, largely from 
increases in withheld taxes for Social Security and Medicare 
that stem from rising wage.s and salaries. The expected 
increase in withheld payroll taxes exceeds that for withheld 
individual income taxes; however, the amounts currently 


recorded for those two sources are allocations of total with- 
holding made on the basis of estimates by the Department 
of the Treasury. When actual tax return data for 2016 
become available, the department may reallocate the 
2016 receipts from those two sources by adjusting the 
amounts recorded for 2017 (or some subsequent year). 
Taken together, receipts from withheld individual income 
and payroll taxes are expected to rise by 4 percent in 2016. 
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AN imm TO THE BUDGET AND ECONOMIC OITLOOK: 2016 TO 2026 


Billions of Dollars 

Actual, 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

Total 

2017- 2017- 

2021 2026 

Offsetting Receipts 

Medicare 

-94 

-104 

-115 

-124 

-131 

-142 

-151 

-164 

-173 

-182 

-198 

•215 

-662 

-1,595 

Eederai share of federal employees’ retirement 

Sodal Security 

-16 

-16 

-17 

-17 

-18 

-19 

-19 

-20 

■20 

-21 

-22 

-22 

-90 

-195 

Military retirement 

-20 

-19 

-18 

-18 

-18 

-18 

•19 

-19 

-20 

-20 

-20 

-21 

-91 

-191 

Ciwt service retirement and other 

-32 

-34 

-34 

-35 

-36 

-37 

-38 

-39 

-41 

-42 

-43 

-44 

-181 

•390 
















Subtotal 

-68 

-69 

-69 

-70 

-72 

-74 

-76 

-78 

-80 

-83 

-35 

-87 

-362 

-775 

Fannie Mae and Freddie Mac” 

-23 

-14 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Receipts related to natural resources 

-11 

-8 

•9 

-12 

-12 

-12 

-12 

-12 

-13 

-14 

-14 

-15 

-57 

-125 

MERHCF 

■7 

-7 

-7 

-8 

-8 

-9 

-9 

-10 

■10 

-11 

-11 

-12 

-41 

-94 

Other 

-K 

-33 

-34 

-38 

-38 

■30 

-30 

-31 

-32 

-33 

-40 

-25 

-169 

-330 
















Subtotal 

-258 

-235 

-234 

-251 

-261 

-266 

-279 

-296 

-308 

-323 

-347 

-353 

-1,292 

•2,918 

Total Mandatory Oudays 

2,297 

2,437 2,538 

2,614 2.798 2,961 

3.123 3.353 3.479 3,604 3,851 

4,095 

14,033 32,415 

Memorandwn; 

Mandatory Spending Excluding the 

Effects of Offsetting Receipts 

2.5K 

2.672 

2.772 

2.865 

3.059 

3.227 

3,402 

3,648 

3.787 

3.927 

4.198 

4,448 

15.325 

35,333 

Spending for Medicare Net of 

Offsetting Receipts 

540 

592 

593 

592 

659 

707 

759 

852 

875 

894 

996 

1,074 

3,310 

8,001 

Spending for Major Health Care Programs 

Net of Offsetting Receipts' 

937 

1.013 

1.(»4 

1,086 

1,178 

1.252 

1.332 

1.455 

1.508 

1.558 

1,692 

1,805 

5,903 

13,921 


Source; Congressional Budget Office. 

Data on spending for benefit programs in this table generally exclude administrative costs, which are discretionary. 

MERHCF = The Department of Defense’s Medicare-Eligibie Retiree Health Care Fund (ifKiuding TRICA!^ for Life); * = between -$S00 million and $500 million. 

a. Gross spending, excluding the effects of Medicare premiums and other offsetting receipts. (Net Medicare spending Is included in the memorandum 
section of the table.) 

b. Spending to subsidize health insurance purchased in the marketplaces established by the Affordable Care Act and provided through the Basic Health 
Program and spending tp stabilize premiums for health insurance purchased by individuals and small employers. 

c. includes outlays for the American Opportunity Tax Credit and other credits. 

d. Includes the Temporary Assistance for Needy Families program, the Child Support Enforcement program, the Child Care Entitlement program, and 
other programs that benefit children. 

e. Includes benefits for retirement programs in the civil service, foreign service, and Coast Guard: benefits for smaller retirement programs: and 
annuitants’ health care benefits, 

f. Includes veterans’ compensation, pensions, and life Insurance programs. 

g. Primarily education subsidies; the costs of veterans' health care are classified as discretionary spending and thus are not shown in this table. 

h. The cash payments from Fannie Mae and Freddie Mac to the U.S. Treasu^ are recorded as offsetting receipts in 2015 and 2016. Beginning In 2017, 
CBO’s estimates reflect the net lifetime costs-that is, the subsidy costs adjusted for market risk-of the guarantees that those entities will issue and 
of the loans that they will hold. CBO counts those costs as federal outlays in the year of issuance. 

i. Includes premium payments, recoveries of overpayments made to provides, and amounts paid by states from savings on Medicaid's prescription 
drug costs. 

j. Consists of spending on Medicare (net of premiums and other offsetting receipts). Medicaid, and the Children’s Health insurance Program, as weii as 
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 


17 
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Table 1-3. 

Discretionary Spending Projected in CBO’s Baseline 


Billions of Dollars 

Actual, 

2015* 

2016* 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

Total 

2017- 2017- 

2021 2026 

Budget Authority 

Defense 

586 

607 

611 

610 

624 

639 

655 

671 

687 

704 

721 

739 

3,139 

6,661 

Nondefense 

530 

560 

543 

5^ 

554 

568 

581 

595 

610 

625 

641 

657 

2,787 

5,916 

Total 

1,116 

1,167 

1.154 

1.1^ 

1,178 

1.208 

1,236 

1,266 

1,297 

1,329 

1,362 

1,396 

5,926 

12,577 

Outlays 

Defense 

583 

579 

592 


609 

623 

637 

657 

668 

680 

701 

719 

3,055 

6,480 

Nondefense 

S85 

602 

615 

612 

614 

625 

637 

649 

663 

678 

694 

710 

3,102 

6,497 

Total 

1.168 

1,181 

1.207 

1,205 

1,223 

1.248 

1,275 

1,306 

1.332 

1,358 

1,396 

1,428 

6,157 

12,977 

Memorandum: 

Caps in the Budget Control 

Act (As Amended). Including 

Automatic Reduaions to the Caps 

Defense 

521 

548 

551 

549 

562 

576 

590 

aa. 

aa. 

aa. 

a a. 

aa. 

2,828 

n.a. 

Nondefense 

492 

518 

519 

515 

529 

542 

555 

aa. 

aa. 

n.a. 

n.a. 

aa. 

2,6&3 

aa. 

Total 

1,014 

1.067 

1,070 

1.064 

1.091 

1.118 

1.145 

aa. 

n.a, 

aa, 

aa. 

n.a. 

5,489 

n.a. 

Adjustments to the Caps” 

Defense 

65 

59 

m 

61 

62 

63 

65 

aa. 

aa. 

n.a. 

n.a. 

aa. 

311 

aa. 

Nondefense 

J3 

24 

_25 

J! 

_25 

_28 

J6 

aa. 

n.a. 

aa, 

aa. 

aa. 

127 

aa. 

Total 

87 

83 

85 

86 

87 

89 

91 

n.a. 

aa. 

n.a. 

n.a. 

a a. 

437 

a a. 


Source: Congressional Budget Office. 

CBO's baseline projections incorporate the assumption that the caps on discretionary budget authority and the automatic enforcement procedures 
specified in the Budget Control Act of 2011 (as amended) remain in effect through 2021. 

Nondefense discretionary outlays are usually higher than budget authority because of spending from the Highway Trust Fund and the Airport and Airway 
Trust Fund that is subject to obligation limitations set in appropriation acts. The budget authority for such programs is provided in authorizing legislation 
and is not considered discretionary. 
n.a. = not applicable, 

a. The amount of budget authority for 2015 and 2016 in CBO’s baseline does not match the sum of the spending caps plus adjustments to the caps 
mostly because changes to mandatory programs included in the appropriation acts for those years were credited against the caps. In CBO’s baseline, 
those changes (which reduced mandatory budget authority) appear in their normal mandatory accounts. 

b. Funding for overseas contingency operations, emergencies, disaster relief, and certain program integrity initiatives (which identify and reduce 
overpayments in some benefit programs) is generally not constrained by the statutory caps established by the Budget Control Act, 


Corporate Income Taxes. Income tax payments by cor- 
porations, net of refunds, are expected to decrease by 
$44 billion (or 13 percent) in 2016. Such payments 
declined in most of the first 10 months of the fiscal year, 
compared with the same period a year ago, and that trend 
is expected to continue in September, when a significant 
amount of estimated payments are due. At least some of 
the decline in receipts probably stems from the enactment 
in December 2015 of the Consolidated Appropriations 
Act, 2016 (Public Law 114-113), which extended — 


retroactively and prospectively — tax rules that allow 
businesses with large amounts of investment to accelerate 
their deductions for those investments. Since that law’s 
enactment, businesses know that those tax rules will be in 
effect for all of 20 i 6; as a result, many are making smaller 
payments of estimated taxes in 2016 than they made in 
2015, when the rules had temporarily expired. 

However, the drop in 2016 is greater than can be 
explained by currently available data on business activity. 
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The specific reasons wi!l become clearer as detailed infor- 
mation from corporate income tax returns about taxable 
profits becomes available over the next two years. The 
decrease may in part reflect taxable profits in 20 1 5 and 
2016 that are smaller than would be expected given other 
economic indicators. 

Other Revenues. CBO expects that other revenues will 
increase, on net, by $9 billion (or 3 percent) in 2016. 
Most of that increase stems from remittances by the Fed- 
eral Reserve, which are expected to increase by S19 bil- 
lion (or 1 9 percent), largely because the Fixing America’s 
Surface Transportation Act (P.L. 1 i4-94) required the 
Federal Reserve to remit most of its surplus account to 
the Treasury. The central bank remitted that additional 
amount ($19 billion) in late December.*’ All other 
receipts, which had been boosted in 2015 by unusually 
large civil monetary penalties paid by financial institu- 
tions, are expected to decrea.se by $10 billion, on net. 

CBO’s Baseline Budget Projections 
for 2017 Through 2026 

CBO’s baseline projections are not a forecast of future 
outcome.s. They are constructed in accordance with pro- 
visions of the Congressional Budget and Impoundment 
Control Act of 1 974 and the Balanced Budget and 
Emei^ency Deficit Control Act of 1985. As those laws 
specify, CBO constructs its baseline projections under the 
assumption that current laws governing taxes and spend- 
ing will generally remain unchanged; the projections can 
therefore serve as a benchmark for measuring potenria! 
changes in law. 

Under that assumption, CBO projects, the budget deficit 
would foil over the next two years — from 3.2 percent of 
GDP in 2016 to 3.1 percent in 2017 and to 2.6 percent 
in 2018. "I'hat pattern of declining deficits over the next 
two years is mostly attributable to .shifts in the timing of 
certain payments; without those shifts, the deficit would 
total 3.0 percent of GDP in 2016 and 3.1 percent in 


13. .Such transfers have no praccicai effect on the goveniment’s fiscal 
condition because the Federal Reserve would have remitted it.s 
earnings on such funds to the Treasury anyway; whether those 
amounts are held by theTreasurv'orbyihe Federal Reserve has no 
economic significance. See C'ongressional Budget Office, letter to 
the Honorable Tom Price concerning a revision to the CBO cost 
estimate for the Surface Transportation Reauthorization and 
Reform Act of 2015 transmitted on November 17, 2015 
(November 19, 2013), pp. 3-4, www.cbo.gov/publicarion/5i015. 


A.N‘ UPD.^TETO THE BllXiET AND ECONOMIC OUTl.OOK: 2016 TO 2026 19 

2017, before dipping to 2.8 percent in 2018.*'’ Beginning 
in 2019, deficits would be on an upward trend, reaching 
4.6 percent of GDP by the end of the projection period. 

That deficit in 2026 would be 1.4 percentage points 
larger (or 1.6 percentage points larger, adjusted for the 
shift in timing) than the shortfall in 2016. Specifically: 

■ Outlays for Social Security and the major health care 
programs would be higher by 2.2 percent of GDP 
(or 2.3 percent, adjusted for the shift in timing). 

■ Net interest costs would be greater by 1 .3 percent of 
GDP. 

■ Other spending would be lower by 1 .4 percent of 
GDP (or 1.3 percent, adjusted for the shift in timing). 

■ Revenues would be higher by 0.6 percent of GDP. 

As a result of the growing deficits, debt held by the public 
increases in CBO’s baseline, climbing from 77 percent of 
GDP in 2016 to 86 percent in 2026. 

Even if federal laws did not change over the next decade, 
however, actual budgetary outcomes almost certainly 
would differ from CBO’s baseline projections, perhaps 
significantly, because of unanticipated changes in eco- 
nomic conditions and other factors that affect federal 
spending and revenues. CBO’s projections of outlays and 
revenues depend on the agency’s economic projections for 
the coming decade — including forecasts for such vari- 
ables as interest races, inflation, and GDP — as well as 
myriad technical factors. Discrepancies between those 
economic and technical projections and actual outcomes 
can result in significant deviations from baseline projec- 
tions of revenues and outlays. For example, if interest 
rates were 1 percenuge point higher each year from 2017 
through 2026 and if all other economic variables were 
unchanged, cumulative deficits projected for the 10-year 
period would be about $ 1 .6 trillion higher, mostly as a 
result of larger interest payments on Treasury debt.” 


14. The drop in 2018 results from several factors, including the 
following: Receipts from individual income taxes rise faster than 
GDP; a tax on health insurers is scheduled to be reinstated; and 
caps on budget authority for discretionary programs are .scheduled 
to be lower in that year chan in 2017. 

i 5. For foither discussion, see Cotigre,«ional Budget Office, The 
Budget and Economic Outlook: 2016 to 2026 (January 2016), 
Appendix B, www.cbo.gov/publicacion/51 129. 
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Figure 1-3. 

Components of the Total Increase in Outlays in 
CBO’s Baseline Between 2016 and 2026 


Other 

|13%) 

Medicare 

( 21 %) 



Total Increase 
in Outlay: 
$2v4 Trillion 


Source: Congressional Budget Office, 


Because October 1, 2016, falls on a weekend, certain payments that are 
due on that day will instead be made at the end of September, rtius 
shifting into fiscal year 2016, The data shown here are adjusted for the 
effects of those shifts. 


a. Consists of spending on Medicare (net of premiums and other 
offsetting receipts), Medicaid, and the Children's Health Insurance 
Program, as well as outlays to subsidize health insurance purchased 
through the marketplaces established under the Affordable Care Act 
and related spending. 


Mandator)' spending (net of oBserring receipts, which are 
recorded as reductions in oiuiav-s) is projected to increase 
from $2.4 triliion in 2016 to s^4.1 trillion in 2026, an 
average yearly increase of 5.5 percent. Thar .spending is 
projected to equal 13-,5 percent of GDP in 2017 and 
2018 (adjusted for riming shifts) and then to rise each 
year through the end of the projection period, reaching 
15-2 percent of GDP in 2026. By comparison, the highest 
percentage for mandatory spending in any year since 
1962 {the earliest year for which such data have been 
reported) was 14.5 percent in 2(){)9, the only year such 
outlays have exceeded 1 4.0 percent o! GDP. 

Social Security and the Major Health Care Programs. 
Outlays for Social Security and the major health care 
programs — particularly Medicare — drive much of the 
growth in mandatory spending. GBO estimates that 
spending for tho-sc programs, net of offsetting receipts, 
will grow at an average annual rate of 6.0 percent over the 
next 10 years and vvill increase from 10.4 percent ofGDP 
in 2016 to !2.6 percent in 2026. (That: percentage in 
2016 and the following dfrcussion reflect adjustments to 
eliminate the effects of shifts in the timing of certain 
payments.) Specifically, in CBO’,s current ba.seline: 

■ Outlays for Social Security total 4.9 percent ofGDP 
in 2017 and then rise steadily thereafter, reaching 
6.0 percent of GDP in 2026 (see Figure 1-4). 


Outlays From 2017 Through 2026 

Under current law, total outlays are projected to hover 
around 21 percent of GDP through 20I9> rise to 22 per- 
cent the following year, and then remain at that level for 
several years before reaching 23 percent at the end of the 
projection period. In nominal terms, outlays would grow, 
on net, by .$2.4 trillion between 2016 and 2026, CBO 
estimate.s — an average annua! increa,se of 5 percent. Three 
major components of the budget — the major health care 
programs, Social Security, and net interest — account for 
82 percent of the total increa.se in outlays (see Figure 1*3). 
That percentage reflects adjustments to eliminate the 
effects of .shifts in the timing of certain payments. 

Mandatory Spending. CBO’s projections for mandatory 
programs reflect the estimated effects of economic foc- 
cors, ca.se!oad growth, and other influencc-s that affect the 
cost of cho.se programs. The projection.s also incorporate 
a set of acro,ss-rhe-board reductions (known as sequestra- 
cion) that are required under current law for spending on 
certain mandatory program.s. 


■ Outlays for Medicare remain at 3. 1 percent of GDP 
through 2018 and then increa.se each year through 
2026, when they total 4.0 percent. 

a Federal outlays for Medicaid arc stable relative to 
GDP for the next 10 years, totaling about 2 percent in 
each year. 

■ Spending on subsidies for health insurance purchased 
through marketplaces, along with related spending, is 
al.so stable relative to GDP over the projection period, 
totaling 0.4 [>ercent in mosc years through 2026. 

Most of the growth in .spending for chose program.s 
(particularly Social Security and Medicare) rcsuics from 
the aging of the population. The number of people age 
65 or older is now more than twice what it was 50 years 
ago. Over the next decade, as members of the baby-boom 
generation age and as life expectancy continues to 
increase, that number is expected to rise by more than 
one-third, boosting the number of beneficiaries of those 
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Figure 1-4. 

Spending and Revenues Projected in CBO’s Baseline, Compared With Actual Values In 1966 and 1991 


Percentage of Gross Domestic Product 

Mandatory Spending 


DIscretlenary Spending 

Net Interest 

Social 

Major Health Care 





Security 

Programs'' 

Other 

Demise 

Nondefense 


1955 ■ 2.6 

10.1 

■ 

7.5 

IMP 4.0 

il2 

1991 



nK5.2 

3.S 

H3.2 

2Q16 ^MS.O 

SIM 5,5 

M 2.8 


Ml 3-3 

■ « 

^026 ^^S.O 



■ 2.7 

■ 2.6 

■ 7.6 


Total Outlays Tote? Revenues Deficit 

1966 17.2 4).5 { 



Source: Congressional Budget Office. 

a. Consists of spending on Medicare (net of premiums and other offsetting receipte}. Medicaid, and the Children's Health Insurance Program, as well as 
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 


programs (see Figure l-,5). As a result, projected spending 
For people age 6.‘5 or older in three lai^e programs — 
Social Security, Medicare, and Medicaid — increases from 
roughly one-third of all federal noninterc.st spending in 
20.16 to about 40 percent in 2026. 

Growth in health care spending per enrollee also contrib- 
utes to the increase in mandatory spending (and in fed- 
eral spending as a whole). Although health care spending 
grew more slowly in the past .several years chan it has his- 
torically, CBO projects that spending per enrollee in fed- 
eral health care programs will grow more rapidly over the 
coming decade than it has in recent years. 

The government also collects taxes dedicated to Social 
Security and Medicare; however, outlays (net of premium.s 
and other offsetting receipts) for those two programs 
exceed those revenue, s. On net, the contribution of those 
two progranrs to the federal deficit would rise from 
2.0 percent of GDP in 2017 to an average of 3-5 percent 
over the 2022-2026 period (see Table 1-4). 

Other Mandatory Programs. Aside from .spending on 
Social Security and the major health care program.s, all 
other mandatory spending is projected to decline as a share 
ofCtDP, falling from 2.8 percent in 2017 to 2.3 percent in 
2026. 1 har category’ includes spending on income sup>- 


port programs (such as unemployment compensation 
and the Supplemental Nutrition Assistance Program), 
military and civilian retirement programs, most veterans’ 
benefits, and major agriculture programs. That projected 
decline occurs in pare because benefit levels for many of 
those programs are adju.sted for inflation each year, and 
inflation in CBO’s economic forcca.sr is estimated to be 
well below the rate of growth in nominal GDP. 

Discretionary Spending. An array of federal accivitie.? is 
funded or controlled through annual appropriations. Such 
discretionary spending includes most defcirsc spending as 
well as outlays for highway programs, elementary and sec- 
ondary’ education, housing assistance, international affairs, 
and the administration of justice, for example. In total, 
discrerionary spending is projected ro increase from 
$1.2 trillion in 2016 to Sl.4 trillion in 2026, which would 
be an average yearly increase of 2 percent. Measured as 
a share of GDP, however, discretionary ouilay.s are pro- 
jected to drop from 6.4 percent in 2016 to 5.3 percent in 
2026, which would be the smallest percentage in any year 
since 1962 (the earliest year for which such data have 
been reported): by comparison, over rhe past >0 years, 
discretionaiy’ outlays have averaged 8.7 percent of GDP. 

Through 2021, CBO’s baseline incorporates the caps on 
budget authority for discretionaiy’ programs established 
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Figure 1-5. 

Population, by Age Group 



The number of people age 65 or 
oider in the United States— now 
more than twice what it v^as 50 
years ago— is expected to grow 
by more than a third over the 
next 10 years. Thus, enrollment 
in Social Security's Old-Age and 
Survivors insurance program and 
Medicare will corstinue to rise in 
the future. 


Source: Congressional Budget Office. 

This figure shows actual data through calendar year 2013, Oie most recent year for which such data are available. 


by the Budget Control Act of 20 U r in later years, the 
baseline reflects the as.$umption that such funding keeps 
pace with inflation."^' Some elements of di,scretionar>' 
funding are not constrained by the caps — the appropria- 
tions designated for overseas contingency operations, 
activities designated as emergency requirements, disaster 
relief (up to certain limits), and certain ettbris to reduce 
overpayments in benefit programs. For those elements, 
funding is assumed to grow with inflation from the 
amounts provided in 2016.’' 

For 2017, the cap on discretionary budget authorit)’ for 
defense programs i.s $3 billion higher than for 2016. and 
the cap for nondefense programs is largely unchanged. 
However, the year-to-year changes projected in the baseline 
are different: 


saving.s are credited against the discretionary funding 
provided in those acts.) CBO’s baseline for di-scretionaiy 
programs for 20 1 7 does not include such changes to 
mandatory programs (because no such change.s have 
been enacted for 2017), so adhering to the caps would 
require providing less discretionary budget authority 
in that year than in 2016 (unkss .similar changes to 
mandatory program.s are legislated again in the 
appropriation process). 

■ Budget authority for defense programs i.s $4 billion 
greater in 2017 than in 2016 because the cap is 
slightly higher and because fu,nding for overseas 
contingency operations is a.ssumed to grow from this 
year's amount at the rate of inflation. 


B Discretionary budget authority for nondefense 
programs declines by S17 billion in 2017 primarily 
because, for 2016, some reductions in mandatory 
budget authority were included in appropriation 
legislation to help keep funding within limits set by 
the caps. (When such reductions in mandatory 
programs are included in appropriation acts, the 


16. Budgtr auchoriw i.s the authorin' provided bylaw to incur 
financial obligations that will re.suk in immediate or future outiaA-s 
of federal government funds, 

17. Spending ibr certain transporration program.'! is controlled by 
obiigavion Hmiraiions. which also are not constrained by the caps 
on discretionary .spending. 


In 2018, CBO estimates, the caps will decline by a total 
of $5 billion (or about 0.5 percent) relative to 2017 
amounts.'® (That e.scimate incorporates the automatic 
reductions required by law and excludes adju.stments for 
ovetseas contingency operation-s and ocher activities nor 
constrained by the caps.) 


18. The Bipartisan Budget -Act of 2015 canceled the automatic 
reductions in discretionary spending for 2017 impo.scd by the 
Budget Control Act and set new cap,s for chat year that arc, itt 
total. S30 billion above what the iimir.s would have been if the 
automatic .spending reductions had occurred. (That law also made 
change to the caps for 20 i 6.) No adjitsmienis have been made to 
the caps and automatic rcduccion.s in place for 2018 through 2021. 
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Table 1-4. 

Key Protections in CBO’s Baseline 


Percentage of Gross Domestic Product 

2016 

2017 

fh'oiected Annual Awraqe 
2018-2021 2022-^26 

Revenues 

Individual income taxes 

8.5 

8.7 

9.1 

9,6 

Payroll taxes 

6.1 

6.0 

5.9 

5.9 

Corporate income taxes 

1.6 

1.7 

1.7 

1.6 

Other 

1.7 

1.5 

1.4 

1.3 






Total Revenues 

17.8 

17.9 

18,2 

18.3 

Outlays 

Mandatory 

Social Security 

5.0 

4.9 

5.2 

5,7 

Major health care programs® 

5.5 

5.5 

5.8 

6.4 

Other 

2.8 

2.8 

2.7 

2,5 






Subtotal 

13.3 

13.3 

13.7 

14,7 

Discretionary 

6.4 

6.3 

5.9 

5.5 

Net interest 

1.4 

1.4 

1.8 

2,4 






Total Outlays 

21.1 

21.0 

21,4 

22.6 

Deficit 

•3.2 

•3.1 

-3.2 

-4.2 

Debt Held by the Fhibiic at the End of the Period 

76.6 

77.2 

79.3 

85.5 

Memorandum: 

Social Security 

Revenues® 

4.6 

4.6 

4.5 

4.5 

Outlays' 

5.0 

4.9 

5,2 

5.7 

Contribution to the Federal Deficit® 





-0.4 

-0.4 

-0.7 

-1.3 

Medicare 

Revenues® 

1.5 

1.5 

1.5 

1.5 

Outlays' 

3.8 

3.7 

3.9 

4,5 

Offsetting receipts 

•0.6 

-0.6 

-0,7 

-0.7 






Contribution to the Federal Deficit® 

-1.8 

•1.6 

-1.7 

-2.2 


Source: Congressional Budget Office. 

This table satisfies a requirement specified in section 3111 of S. Con. Res. 11. the Concurrent Resolution on the Budget for Fiscal Year 2016, 

a. Consists of spending on Medicare (net of premiums and other offsetting receipts). Medicaid, and Uie Children's Health Insurance Program, as well as 
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 

b. Includes payroll taxes other than those paid by the federal government (which are intergovernmental transaaions). Also includes Income taxes paid 
on Social Security benefits, which are credited to the trust funds. 

c. Does not Include outlays related to administration of the i^ogram, which are discretionary. For Social Security, outlays do not include intergovernmental 
offsetting receipts stemming from payroll taxes paid by federal government employers to the Social Security trust funds. 

d. The net increase in the deficit shown in this table differs from the changes in the trust fund balance for the associated programs. It does not include 
intergovernmental transactions, interest earned on balances, and outlays related to administration of the programs. 


Discretionary budget authority after 2018 would rise by 
about 2 percent a year, on average, reflecting the rate of 
increase in the caps pre.scribed in the Budget Control Act 
and under the assumption that such budget authority 
grow^ with inflation after the caps expire in 2021, 


Under those assumptions, total discretionary outlays in 
CBO s baseline (adjusted for the shifts in the timing of 
certain payments) grow by 2.5 percent in 2017 and by 
0.2 percent in 2018 and then keep pace with the pro- 
jected 2 percent annual increa,se in budget authority. 


23 
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Figure 1-6. 

Major Changes In Projected Revenues From 2016 to 2026 



Revenues as a 
Percentage of GOP 

Percentage-Point Change 

-1.5 0 1.5 

Major Reasons for Change 

• Real bracket creep'' 

• Increased distributions from retirement 
accounts, relative to GDP 

• Rising income inequality 



ZQZb 



Individual Income Ta^es 

8.5 

9.8 



Payroll Taxes 

5.1 

5-8 

-1 


Rising income inequality 

Corporate tncorne Taxes 

16 

16 

-0.1 j 


Net effect of four different changes 

Federal Reserve Remittances 

0.6 

0.3 

.0.4 _ 


Return to histoiical averages 


Source; Congressiona! Budget Office. 

GDP = gross domestic product. 

a. Real bracket creep occurs when more income is pushed into higher tax brackets because people’s income is rising faster than inflation. 


Net Interest. Rising interest rates and growing federal debt 
are projected to boost outlays for net interest significantly. 
In the baseline, they nearly triple, rising from $248 bil- 
lion (or 1.4 percent of GDP) in 2016 to $712 billion 
(or 2.6 percent of GDP) in 2026 — which would be the 
largest ratio since 1998. 

Nearly all of the projected increase in the government’s 
borrowing costs is attributable to rising interest rates. 
During the coming decade, economic conditions arc 
expected to improve, and the Federal Reserve is expected 
to gradually reduce support for economic growth. As a 
result, CBO anticipates chat interest rates on Treasury^ 
securities will rise noticeably over the next several years 
from their current, unusually low, levels. CBO estimates 
that the interest rate on 3-month Treasury bills will rise 
from 0.4 percent in the last quarter of 2016 to 2.8 per- 
cent by the end of 2020 and will remain there through 
2026. The rate on lO-year Treasury notes is projected to 
rise from 1 .9 percent at the end of 2016 to 3.6 percent at 
the end of 2021 and to remain there through 2026. (For 
further discussion, see Chapter 2.) The remainder of the 
increase in net interest costs occurs mainly because of 
interest payments on the greater amount of debt held by 


the public that would accrue over the next decade as a 
result of the projected deficits. 

Revenues From 2017 Through 2026 
In CBO’s baseline, total revenues rise from 17.8 percent 
of GDP this year to 18.5 percent in 2026. That growth 
mainly reflects an increase in revenues relative to GDP 
from individual income taxes chat is partially offset by 
decreases in remictance.s from the Federal Re.serve and, to 
a lesser extent, by decreases in payroll tax receipts relative 
CO GDP (see Figure 1 -6). The largest movements over the 
next decade in sources of revenues are the following: 

■ Individual income tax receipts are projected to 
increase relative to GDP in each year from 2017 to 
2026 because of real bracket creep (the process In 
which, as real income rises, an ever-larger proportion 
becomes subject to higher tax races), rising distributions 
from tax-deferred retirement accounts, an expected 
increase in the share of wages and salaries earned by 
higher-income taxpayers, and other factors. 

■ Remittances to the Treasury from the Federal Reserve — 
which have been very large since 2010 because of 
changes in the size and composition of the central 
bank’s portfolio — decline to more typical levels. 
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■ Payroll rax receipts are projected ro decrease sightly 
relative to GDP over the next decade, primarily as a 
result of an expected continued increase in the share of 
wages earned by higher-income taxpayers; that increase 
w'ill cause a greater share of wages to be above the 
maximum amount subject to Social Security payroll 
taxes. (That amount, which is indexed to growth in 
average earnings for all workers, is $I 18,500 in calendar 
year 2016.) The resulting reduction in payroll taxes 
offsets about three-fifths of the expected increase in 
individual income tax receipts that is projected to 
occur for the same reason. 

■ Corporate income tax receipts are estimated to remain 
relatively stable relative to GDP over the next decade — 
rising slighdy through 2020 and then declining slightly 
through 2026. 

All told, CBO estimates, under current law revenues 
would grow over the projection period by Si. 7 trillion — 
an average annual increase of 4.3 percent. That rate is 
slower than the 5.0 percent rate of increase CBO projects 
for outlays (after adjusting I'br the timing of certain 
payments). 

Individual Income Taxes. If current laws remain gener- 
ally unchanged, receipts from individual income taxes are 
expected to rise markedly relative to GDP over the next 
10 years — from 8.5 percent in 2016 to 9.8 percent by 
2026, which would be a greater share of GDP than has 
been recorded in all but one of the past 50 years. That 
increase relative to the size of the economy would result 
mainly from the aforementioned factors. 

Real Bracket Creep. The most significant factor pushing 
up taxes relative to income is real bracket creep. That 
phenomenon occurs because the income tax brackets and 
exemptions under both the regular income tax and the 
alternative minimum tax are indexed only to inflation.*’ 
If income grows faster than inflation, as generally occurs 
when the economy is growing, more income is pushed 
into higher tax brackets. T hat factor caases projected rev- 
enues measured as a percentage of GDP to rise in CBO’s 
baseline by 0.4 percentage points from 2016 to 2026. 


19. The airemacive minimum tax is similar to the regular income tax 
but its calculation includes fewer exemptions, deductions, and 
rates. People who hie individual income tax returns must calculate 
rite tax owed under each .system and pay the larger of the two 
amounts. 
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Retirement Income. As the population ages, taxable distri- 
butions from tax-deferred retirement accounts (including 
individual retirement accounts, 401(k) plans, and tradi- 
tional defined benefit pension plans) will tend to grow 
more rapidly than GDP. CBO expects the retiremenc of 
members of the baby-boom generation to cause a gradual 
inerrase in distributions from tax-deferred retirement 
accounts. Under current law. CBO projects, those grow- 
ing taxable distributions would boost revenues relative to 
GDP by 0.3 percentage poincs over the next decade. 

Relatively Faster Growth in Earnings of Higher-Income 
Taxpayers. In CBO’s baseline projections, earnings from 
wages and salaries are expected to increase faster for 
higher-income people than for others during the next 
decade — as has been the case for the past several 
decades — causing a larger share of income to be subject 
to higher income tax races. Over the next 10 years, CBO 
projects, faster growth in earnings for higher-income peo- 
ple would boost estimated individual income tax reve- 
nues relative to GDP by about 0.3 percentage points; that 
increase would be partially offset by a projected decrease 
in payroll tax receipts, as explained in the next section. 

Other Factors. CBO anticipates that over the next decade, 
other factors would further boost individual income tax 
revenues by 0.3 percentage points, on net. The most sig- 
nificant of those remaining factors is the expectation that 
the unexplained weakness in recent receipts, which is 
beyond what can be accounted for in current economic 
data, would gradually dissipate over the next several years; 
Taxable income as a share of GDP and effective tax rates 
(total taxes as a percentage of total income) fluctuate from 
year lo year but arc expected to return to more histori- 
cally typical levels, adjusted for the structure of tax law 
and longer-term trends in income and demographics. 

Two other, smaller fectors largely offset one another. The 
first factor is recendy enacted legislation that extended a 
number of expiring tax provisions. That legi,sIation 
reduced revenues by more in 2016 than in future years, 
booscir^ revenues in the 10-year projection period relative 
to the amount in 20 1 6. The second factor is a projected 
decline in realizations of capital gains relative to the size 
of the economy to levels consistent with their historical 
average share of GDP (after accounting for differences in 
applicable tax rates). 

Payroll Taxes. In CBO’s baseline projections, receipts 
from payroll taxes gradually decline from 6. 1 percent of 
GDP this year to 5.8 percent by 2026. The main reason 
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for that decline is the expectation that w^es and salaries 
will continue to grow faster for higher-earning taxpayers 
than for other taxpayers, which will push an increasing 
share of such earnings above the maximum amount per 
taxpayer that is subject to Social Security taxes. 

Corporate Income Taxes. Under current law, CBO 
projects, corporate income tax receipts would rise from 
1.6 percent of GDP in 2016 to 1.8 percent of GDP in 
2020 and then gradually decline to 1 .6 percent of GDP 
by 2026. That pattern over the next decade is the net 
effect of four main factors: 

■ A temporary’ increase in receipts between 2016 and 
2020 resulting from a phaseout between 20 1 8 and 2020 
of provisions that allow firms with laigc amounts of 
investment in equipment (and certain other property) 
to immediately deduct from their taxable income 

50 percent of the costs of those investments in 2016 
and 2017, 

■ An increase in receipts over the next few years because 
the weakness in tax collections in 2016, beyond that 
which can be explained by currently available data on 
business activity, is not expected to persist permanently. 
CBO expects that the factors that are responsible, 
which will not become apparent until information 
from lax returns becomes available over the next two 
years, will gradually dissipate. 

■ A projected decline In domestic economic profics 
relative to GDP. That decline Is expected to occur 
mainly because of an increase in the growth of labor 
compensation and rising interest payments on 
busine.sses’ debt, and because CBO projects that 
nonlabor income will grow less rapidly than output 
(reversing a trend seen since 2000). 

■ An expected increase in the use of certain strategies 
that many corporations employ to reduce their tax 
liabilities. One such strategy is to shift business 
activity from entities subject to the corporate income 
tax into those subject to the individual income tax.' 
Another strategy is to increa-se the amount of 
corporate income that is shifted out of the United 


20. For a detailed analysis of the taxation of busine.w income through 
the individual income tax, .see Congrejsionai Budget Office, 
Titxing Businesses Through she Individual Income Tax (December 
20 1 2). www.cbo-gov/publication/4.3750. 
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States through a combination of methods such as 
setting more aggressive transfer prices, increasing the 
use of intercompany loan,s, undertaking corporate 
inversions, and using other techniques.’’ 

Receipts From Other Sources. The federal government 
also collects revenue in the form of excise taxe.s, estate and 
gift taxes, customs duties, remittances from the Federal 
Reserve, and miscellaneous fees and fines. CBO projects 
that, under current law, revenues from all of those sources 
would decline from 1 .7 percent of GDP this year to 
1.3 percent in 2026. 

Most of that decline reflects projected remittances from 
the Federal Reserv’e, which will ri.se in 2016 as a result of 
recently enacted legislation and then fail as the centra! 
bank’s interest expeases increase and the size and compo- 
sition of its portfolio return to more typical conditions." 
By 2026, CBO projects, remittances from the Federal 
Reserve will have fallen from 0.6 percent of GDP this 
year (the sixth consecutive year at roughly that percent- 
age) to 0.3 percent of GDP, just above the average over 
the 2001-2009 period. In recent years, the central bank 
has significantly expanded and changed the composition 
of its asset holdings, boosting its earnings and subsequent 
remittances to the Treasury to far above typical amounts. 
CBO anticipates that the size and composition of the 
Federal Reserve’s portfolio, along with its remittances to 
the Treasury, will gradually decline to amounts that are 
more typical. 

Tax Expenditures. The tax rules that form the basis 
of CBO’s projections include an array of exclasions, 
deducrions, preferential races, and credits that reduce 


21. To allocate profits among U.S. and foreign affiliates, transactions 
between those affiliates must be a-ssigned a price. The price that is 
sec is knosvn as the cransfor price. By strar^ically setting transfer 
prices, a corporation can reduce the .share of total profirs that it 
reports on U„S. t.ix returns. A corporate inversiot) refers to a 
process through which a U.S. corporation changc.s its country of 
tax residence, often by merging with a foreign company. Inversions 
reduce U.S. corporate tax revenue both bccau-se the inverted U.S. 
corporation no longer must pay U.S. taxes on earnings in other 
countries and bec,ause a corporation can shift additional income 
out of rhe United States through the use of intercompany loans 
and the resulting interest expenses. 

22. The income produced by the various activities of the federal 
Reserve Syscenv, minus the cost of generating that income and the 
cost of the system's operations, is remitted to the Treasury and 
counred as revenues in the federal budget. 
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Table 1-5. 


Federal Debt Projected in CBO’s Baseline 


Billions of Dollars 

Actual, 













2015 

2016 

2017 

2018 

2019 

»}20 

2021 

2022 

2023 

2024 

2025 

2026 

Debt Held by the F^bltc at the 

Beginning of the Year 

12,780 

13,117 

14,073 

14,743 

15,3a 

16,001 

16,758 

17,597 

18,584 

19,61^ 

20,649 

21.824 

Changes in Debt Held by the Public 













Deficit 

438 

590 

594 

520 

625 

714 

806 

954 

988 

1,000 

1,128 

1,243 

Other means of financing 

■102 

366 

76 

63 

51 

43 

34 

33 

36 

41 

46 

52 

Total 

337 

956 

6TO 

5S2 

676 

757 

840 

987 

1.024 

1,041 

1,174 

1,294 

Debt Held by die Public at die 

End of the Year 

13,117 

14,073 

14,743 

15,325 

16,001 

16.758 

17,597 

18,584 

19,608 

20,649 

21,824 

23,118 

Debt Held by the Public at the End of the 
Year (AsapercentageofGDP) 

73.6 

76.6 

77.2 

77.0 

77.5 

78.4 

79.3 

80.5 

81.7 

82.7 

84.0 

85.5 

Memorandum; 

Debt Held by the Public Minus 

Financial Assets'* 













in billions of dollars 

11.755 

12.543 

13,123 

13.627 

14,234 

14.929 

15.714 

16,646 

17,610 

18,587 

19,692 

20,911 

As a percentage of GDP 

66.0 

68.3 

68.7 

685 

69.0 

69.9 

70.8 

72.1 

73,4 

74.4 

75-8 

77,4 

Gross Federal Debt** 

18.120 

19,383 

20,162 

20,868 

21,601 

22.368 

23,191 

24,134 

25,095 

26.053 

27.075 

28.207 

Debt Subject toUmif 

18,113 

19,376 

20,154 

20,860 

21.592 

22,360 

23,183 

24,126 

25,085 

26.043 

27.064 

28,197 

Average interest Rate on Debt Held by the 
Public (Percent) 

1.9 

2.0 

2.1 

22 

24 

2.7 

2.8 

3-0 

3.1 

3.2 

3.3 

3,3 


Source: Congressional Budget Office, 

GDP = gnoss domestic product. 

a. Debt held by the public minus the value of outstanding student loans and other credit transactions, cash balances, and other financial instruments. 

b. Federal debt held by the public plus Treasury securities held by federal trust funds and other government accounts, 

c. The amount of federal debt that is subject to die overall limit set in law. Debt subject to limit differs from gross federal debt mainly because most 
debt issued by agencies other dian the Treasury and the Federal Financing Bank is excluded from die debt limit That limit was most recently set at 
$18.4 trillion but has been suspended through March 15, 2017. On March 16. 2017, the debt limit will be raised to its previous level plus the amount of 
federal borrowing that occurred while the limit was suspended. 


revenues for any given level of tax rates in both the indi- 
vidual and corporate income tax systems. Some of 
those provisions are called tax expenditures because, like 
government spending program.s, they provide financial 
assistance for particular activities as well as to certain enti- 
ties or groups of people. The tax expenditures with the 
largest effects on revenues are the following; 

■ The exclusion from workers’ taxable income of 
employers’ contributions for health care, health 
insurance premiums, and premiums for long-rerm- 
care insurance; 

■ The exclusion of contributions to and the earnings 
of pension funds {minus pension benefits that are 
included in taxable income); 

■ Preferential tax races on dividends and long-term 
capital gains; 


■ The deductions for state and local taxes (on non- 
business income, sales, real estate, and personal 
property); and 

■ The deferral for profits earned abroad, which certain 
corporations may exclude from their taxable income 
until those profits are returned to the United States, 

Tax expenditures have a substantial effect on federal reve- 
nues. On the basis of estimates prepared by the staff of 
the Joint Committee on Taxation (JCT), which were 
published before the enactment of the Consolidated 
Appropriations Act, 2016, and do not include numerous 
changes made by that law chat affect tax expenditures, 
C80 expects that chose and other tax expenditures will 
total almost $1.5 trillion in 2016. That amount equals 
about 8 percent of GDP — more than 40 percent of the 
revenues projected for the year. CBO estimates that if the 
effects of the recently enacted legislation were incorpo- 
fMed into the estimates, the total magnitude of tax 
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Table 1-6. 


Budgetary Effects of Selected Policy Alternatives Not included in CBO’s Baseline 


Billions ofDoiiars 

2016 

2017 

2018 

2019 2020 2021 

2022 2023 2024 2025 

2026 

Total 

^7- 2017- 
2021 2026 

Increase Oiscretionaty Appropriatiorjs at the 

Rate of Inflation After 2016^ 

Increase {-} in the deficit 

0 

-23 

Policy Alternatives That Affect Discretionary Outlay 

-53 -66 -72 -77 -81 -83 -85 -88 -89 

-292 

-717 

Debt service 

0 

* 

-1 

-2 -5 -7 

-10 -13 -16 

-20 

-23 

-15 

-98 

Freeze Discretionary Appropriations at the 

2016 Amounf 

Increase (-} or decrease in the deficit*’ 

0 

-8 

-16 

-2 22 47 

76 106 137 

170 

205 

43 

738 

Debt service 

0 

* 


' * 1 

3 6 10 

15 

21 


54 

Prevent the Automate Spending Reductions 

Specified in the Budget Control Act'* 

Increase (-) in the deficit 

n.a. 

Policy Alternative That Affects Both Discretionary and 

-3 -67 -88 -97 -100 -104 -107 -110 

Mandatory Outlays 

-121 -100 -355 

-897 

Debt service 

n.a. 

* 

-1 

-3 -5 -9 

-13 -17 -21 

-25 

-30 

-18 

•122 

Extend Partial Expensing of Equipment and Property' 

At 50 percent rate 

Increase {-) In the deficit” 

n.a. 

n.a. 

-9 

Policy Alternatives 

-22 -50 -56 

That Affect the Tax Code^ 

-38 -26 -19 -15 

-10 

-137 

-245 

Debt service 

n.a. 

n.a. 


• -2 -3 

•5 -6 -7 

-8 

•9 

-5 

40 

At 30 percent rate 

Increase {-) in the deficit” 

n.a. 

n.a. 

n.a. 

n.a. -29 -42 

-27 -18 -13 

-10 

-7 

-71 

-145 

Debt service 

n.a. 

n.a. 

n.a. 

n.a. * -2 

•3 -3 4 

-5 

■5 

-2 

-22 

Extend Other Expiring Tax Provisions® 

Increase (-) in the deficit” 

n.a. 

■5 

-12 

-12 -14 -16 

-17 -20 -23 

-26 

-29 

-59 

-173 

Debt service 

n.a. 



• -1 -1 

•2 -3 4 

•4 

-6 

•3 

•21 


Continued 


expenditures in 20 1 6 would be significantly larger, but by 
no more than 1 percentage point of GDP. Most of that 
amount arises from the 10 largest tax expenditures, which 
CBO estimates would total about 6 percent of GDP both 
in 2016 and over the 2017-2026 period."’ 


near 77 percent of GDP through the end of 20 1 8, but it 
would rise steadily thereafter, reaching about 86 percent 
of GDP at the end of 2026, CBO estimates. That amount 
of debt relative to the size of the economy would be the 
greatest since 1947. 


Federal Debt From 2017 Through 2026 
Taking into consideration deficits that are projected to 
total $8.6 trillion under current law and accounting for 
the government’s other borrowing needs, CBO cstimate.s 
that federal debt held by the public would rise from 
$14.1 trillion at the end of 20 1 6 to $23. 1 trillion at the 
end of 2026 {see Table 1-3). Federal debt would remain 


23. For more information on how that total was determined, see 
Congre-ssiona! Budget Office, The Budget and Economic Outlook: 
2016 to 2026 (January 2016), pp. 101-105. www.cbo.gov/ 
pubiicacion/5i 129. 


Debt held by the public consists mostly of securities 
issued by the Treasury to raise the cash chat funds the 
federal government’s activities and that it uses to pay off 
maturing liabilities. The net amount chat the Treasury 
borrows by .selling tho.se securities (the amounts that are 
sold minus the amounts that have matured) is determined 
primarily by the size of the annual budget deficit. In addi- 
tion, the Treasury borrows to finance student loans and 
other federal credit programs. CBO projects that such 
additional borrowing, often called other means of financ- 
ing, would range from $33 billion to $76 billion annually 
between 2017 and 2026. 



38 


Cay>TER ONE 


AH UPDATE TO THE BUDGET ,WD ECONOMIC OUTLOOK; 2016 TO 2026 


Billions of DoNsrs 

2016 

2017 

2018 

2019 2020 

2021 2022 2023 2024 

2025 2026 

Total 

2017- 2017- 
2021 2026 




Policy Alternatives That Affect the Tax Code^ 

’ (Continued) 


Repeal Certain Postponed or Suspended Health Taxes 

Incmase (-) in the deficit® 

n.a. 

n.a 

-14 

-16 -20 

-24 -27 -30 -34 

-38 43 

-74 -246 

Debt service 

n.a. 

n.a. 

* 

* -1 

-2 -3 4 -5 

-6 -8 

-3 -29 

Memorandum; 

Deficit in CBO’s Baseline 

-590 

-594 

-520 

-625 -714 

-806 -954 -988 -1,000 

-1,128 -1,243 

-3,258 -8,571 


Sources; Congressional Budget Office; staff of the Joint Commitlw wi Taxation. 

n.a. = not applicable; * - between -$500 million and zero. 

a. These estimates reflect the assumption that appropriations wiit not be constrained by caps set by the Budget Control Act of 2011 as amended and wili 
instead grow at the rate of Inflation from their 2016 level. Discretiwtary funding related to federal personnel is inflated using the employment cost 
index for wages and salaries; other discretionary funding is inflated using the gross domestic product price index. 

b. Excludes debt service. 

c. This option reflects the assumption that appropriations would generally be frozen at the 2016 level through 2026. 

d. The Budget Control Act of 2011 specified that if lawmakers did not enact legislation originating from the Joint Select Committee on Deficit Reduction 
friat would reduce projected deficits by at least $1.2 trillion, automatic procedures would go into effect to reduce both discretionary and mandatory 
spending during the 2013-2021 period. Those procedures are now in effect and take the form of equal cuts (in dollar terms) in funding for defense and 
nondefense programs. For the 2018-2021 period, the automatic procedures lower the caps on discretionary budget authority specified in the Budget 
Control Act (caps for 2016 and 2017 were revised by the Bipartisan Budget Act of 2015); for the 2022-2026 period. CBO has extrapolated the 
reductions estimated for 2021. Nonexempt mandatory programs wifi be reduced through sequestraUon; those provisions have been extended through 
2025. The budgetary effects of this option cannot be combined with those of either of the other alternatives that affect discretionary spending. 

e. The estimates are from CBO and the staff of the Joint Committee on Taxation and are preliminary. 

f. This alternative would extend the provisions that allow businesses with large amounts of investment to expense (immediately deduct from their 
taxable income) a portion of the cost of their investment in equipment and certain other property. Undercurrent law, the portion that can be expensed 
is 50 percent through 2017. 40 percent in 2018, and 30 percent in 2019. after which the provisions expire. One option would extend the 50 percent 
allowance permanently beyond 2017, and the other option would extend the 30 percent allowance permanently beyond 2019. In both cases, the 
alternative would include provisions that allow businesses to accelerate alternative minimum tax credits in lieu of the partial-expensing provisions. 
Policymakers could choose to extend the partial-expensing provisions at a percentage of either 30 percent or 50 percent, but not both: that is, The 
options could not be applied together and the separate budgetary estimates added together, 

g. This option would extend about 50 tax provisions that are scheduled under current law to expire before 2027. it does not include an extension of the 
partial-expensing provi^ons or a repeal of certain health provisions; those effects are shown separately. 

h. This option would repeal the health insurance provider tax, the medical dewce excise tax, and the excise tax on certain health insurance plans with 
high premiums. AN were postponed or suspended for either one or two years in the Consolidated Appropriations Act, 2016. The component of the 
estimate from repealing the high-premium excise tax does not include largely offsetting effects that would result because some people who would 
otherwise have been enrolled in insurance through Medicaid and the exchanges would instead enroll in employment-based coverage. 


Another measure of federal debt is the amount that is 
subject to the statutory limit on federal borrowing. In 
addition to debt held by the public, that amount includes 
debt issued to accounts of various federal agencies, such 
as the Social Security trust funds. (Debt issued by agen- 
cies other than the Treasury and the Federal Financing 
Bank is excluded from the debt limit.) Currently, there 
is no statutory limit on the issuance of new federal debt 
because the Bipartisan Budget Act of 2015 (P.L. 114-74) 
suspended the debt ceiling from November 2, 20 ! 3. 


through March 15, 2017. In the absence of any legislative 
action on the debt limit before the suspension ends, the 
amount of borrowing accumulated during that period 
will be added to the previous debt limit of $18.1 trillion 
on March 16, 2017. In CBO’s ba.seline projections, the 
amount of outstanding debt subject to limit increases from 
$19-4 trillion at the end of 2016 to $28.2 trillion at the 
end of 2026. {For those projections, CBO assumes that 
increases in the statutory ceiling would occur as necessary.) 


29 
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Alternative Assumptions About Fiscal Policy 

To illustrate the ways in which future deficits would be 
affected by various decisions of policymakers about fed- 
eral spending programs and the federal rax system, CBO 
estimated the budgetary effects of several alternative poli- 
cies (see Table 1-6). The discussion here focuses on the 
policies’ direct effects on revenues and outlays, but the 
changes also would affect the amount of interest paid on 
federal debt (those costs are shown separately in the table). 

Discretionary Spending 

Policymakers could vary' discretionary funding from CBO’s 
baseline amounts, For example, ifappropriations grew each 
year at the same rate as inflation after 2016, discretionary 
spending would be $717 billion above the baseline amount 
for the 2017-2026 period. If, by contrast, lawmakers kept 
appropriations at the nominal 2016 amount, total discre- 
tionary' outlays would be $738 billion lower over that 
10-year period. Under that scenario (sometimes called a 
freeze in regular appropriations), total discretionary spend- 
ing would fall from 6.4 percent of GDP in fiscal year 2016 
to 4-5 percent in 2026. 

Automatic Spending Reductions 

The Budget Control Act put in place automatic proce- 
dures to reduce discretionary and mandatory spending 
through 202 [.Those procedures require equal reductions 
(in dollar terms) in defense and nondefcn.se spending. 
The Bipartisan Budget Act of 20 1 5 canceled discretion- 
ary reductions for 2016 and 2017 and instead set 
new caps for those years. That law also extended the 
required reductions to mandatory spending (by means of 
sequestration) through 2025. If lawmakers chose to pre- 
vent those automatic cuts each year — starting in 2017 — 
without making other changes that reduced spending, total 
outlays over the 2017—2026 period would be $897 billion 
(or about 2 percent) higher than the amounts in CBO’s 
baseline. Total discretionary outlays would be $768 bil- 
lion (or 6 percent) higher, and outlays for mandatory 
programs — most of which are not subject to sequestra- 
tion — would be $129 billion (or 0.4 percent) higher."'* 


24. Under cliar scenario, the caps for 2018 through 2021 would revert 
ro the original limits set in the Budget Control Act. Because of 
interactions between the effects of different policy oprions, the 
estimated budgetary effects of titis option cannot be added to the 
estimated budgetary effects of either oi the other airemarives that 
affect discretionary spending. 


Revenues 

A number of tax provisions are scheduled ro expire over 
the next decade. Most have been extended several times. 
Most recently, the Con.solidaied Appropriation.s Act, 

2016 (enacted in December 2015), made permanent 
some provisions that had expired or were scheduled to 
expire and temporarily extended others. That law also 
phases out the ability of businesses with large amounts of 
investment to expeme (immediately deduct from their 
taxable income) qualifying equipment investment, allow- 
ing those companies to expense 50 percent of such invest- 
ment through 2017. 40 percent in 2018, and 30 percent 
in 2019. after which the partial-expensing provisions are 
scheduled to expire. That law also postpones or suspends 
for one or two years certain taxes related to health care. 

If the provision allowing for 50 percent expensing became 
permanent after 2017, it would reduce revenues (and 
increase outlays for refundable tax credits) by a total of 
$245 billion over the 2018-2026 period, jCT estimate.s. 
If, instead, the provision allowing for 30 percent expens- 
ing became permanent after 2019, it would reduce reve- 
nues (and increase outlays) by a total of about $145 billion 
from 2020 through 2026. If all other tax provisions 
scheduled to expire before 2027 were permanently 
extended, CBO and JCT estimate, revenues would be 
lower by $173 billion over the 2017-2026 period. 

Deficits also would increase if delays in the implementa- 
tion of certain taxes established by the Affordable Care 
Act were extended or made permanent The Consoli- 
dated Appropriations Act, 2016, suspended for 2016 and 

20 1 7 the medical device tax that took effect in 20 1 3. 
placed a moracorium for 2017 on the health insurance 
provider tax that took effect in 2014, and postponed for 
two years (to 2020) the start of the tax on high-premium 
health insurance plans. Permanently repealing those taxes 
would reduce revenues by a total of about $246 billion 
between 2018 and 2026, according to JCT’s estimates. 

Changes in CBO’s Baseline Projections 
Since March 2016 

CBO completed its previous set of baseline projections 
in March 2016. Since then, the agency has increased it-s 
estimate of the deficit in 2016 by $56 billion and reduced 
iK estimate of the cumulative deficit from 2017 through 
2026 by $712 billion (see Table 1-7 and Appendix A). 
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Table 1-7. 

Changes In CBO’s Baseline Projections of the 
Deficit Since March 2016 


Billions of Dollars 

2016 

2017-2026 

Deficit in CBO’s March 2016 Baseline 

-534 

-9,283 

Changes 



Economic 



Revenues 

■24 

-428 

Outlays 

-4 

-1.164 

Increase (-} or Decrease m the 
Deficit From Economic Changes 

•20 

736 

Technical 



Revenues 

-63 

-4 

Outlays 

-27 

21 

Increase {-} or Decrease in the 
Deficit From Technical Changes 

-36 

-25 

Total Increase (-) or 
Decrease in the Deficit 

•56 

712* 

Deftdt in CBO's August 2016 Baseline 

-590 

-8.571 

Memorandum: 

Changes in Revenues 

-87 

431 

Oranges in Outlays 

-31 

•1,143 


Source; Congressional Budget Office, 

a. Includes the budgetary effects of legislation that has been enacted 
since March. Those changes are very smalt in each year and total less 
than $1 billion over the 2017-2026 period. 

Changes for 2016 

CBO now estimates chat both revcnue.s and outlays in 
2016 will be lower than it projected in March, by S87 bil- 
lion (or 3 percent) and S31 billion (or 1 percent), respec- 
tively. Technical updates to CBO’s estimates of revenues 
and outlays — that is, revisions that do not stem from 
legislation or changes in economic projections — account 
for most of those changes. Revenues in 2016 will be 
$63 billion lower than previously estimated for technical 
reasons, primarily as a result of weaker-than-expected 
collections from individual and corporate income taxes 
in recent months. (The reasons for that weakness will not 
be clear until additional data from tax returns and other 
sources become available.) Partially offsetting that adjust- 
ment, CBO has reduced its estimate of outlays in 2016 
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by $27 billion — about half of which stems from lower 
estimates of discretionary spending. CBO’s revised eco- 
nomic forecast further reduced revenues and outlays this 
)^ar, by $24 billion and $4 billion, respectively. 

Changes for 2017 Through 2026 
CBO has also reduced its projections of both revenues 
and outlays over the I O-year projection period — by 
$431 billion (or 1 percent) and Si, 143 billion (or 2 per- 
cent), respectively — almost entirely because of updates to 
CBO’s economic forecast. 

The lO-year change in outlays is dominated by a 
$5^8 billion reduction in estimated net interest costs, 
primarily as a result of lower projected interest rates 
throughout the period. The reduction in interest rates 
mainly reficccs CBO’s reassessment of the future demand 
for Treasury securities in light of lower-than- anticipated 
interest rates in financial markets and recent global eco- 
nomic developments that point to less demand for foreign 
a-ssets and greater demand for U.S. Treasurj'^ .securities, it 
also reflects slower projected GDP growth in the United 
States and abroad. (For more details, see “Revisions to 
Projected Interest Rates” on page 61 in Chapter 2.) 

The $428 billion reduction in projected revenues for 
2017 through 2026 attributable to economic factors 
stems mostly from CBO’s expectation that GDP and its 
associated taxable income — primarily wages and salaries 
as well as corporate profits — will grow more slowly than 
previously projected, largely as a result of newly released 
data and changes in the method CBO uses to project 
productivity growth. 

Technical changes to outlays offset a small portion of 
the economic changes, increasing outlays in CBO’s base- 
line by $21 billion over the projection period. Projected 
revenues decline by $4 billion for technical reasons. 

Although CBO has reduced it.s estimate of the cumula- 
tive deficit by $712 billion since March, its estimate of 
debt held by the public in 2026 — relative to the size of 
the economy — has not changed materially, remaining at 
86 percent of GDP. Projeaed deficits over the 10-year 
period are noticeably lower, but CBO’s forecast of nomi- 
nal GDP is also lower (by $630 billion, or 2 percent, in 
2026), leaving the ratio of debt to GDP largely unchanged. 
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The Economic Outlook 


if current laws governing federal taxes and spending 
generally remain in place, the Congressional Budget 
Office estimates, the economy’s real output (that is> its 
output adjusted to remove the effects of inflation) will 
expand by 2.0 percent in 2016, as measured by the 
change from the fourth quarter of 201 5 (see Table 2-1). 
Real gross domestic product (GDP) rose at an annual rate 
of just 1.0 percent in the first half of 2016. CBO expects 
a stronger second half, however, mainly because major 
forces restraining the growth of investment in the first 
half — such as a decline in oil prices that reduced mining 
investment — have begun to wane. The 2.0 percent rate of 
growth that CBO anticipates for 2016 is roughly the 
same as the rate of growth experienced in 2015. The 
agency also projects that output will increase by 2.4 per- 
cent in 20 1 7, by 2. 1 percent in 20 1 8, and slightly more 
slowly through 2026. (CBO’s economic projections were 
completed in early July and therefore do not reflect 
recently released economic data; see Box 2-1.) 

CBO projects that the economic expansion over the next 
two years will reduce the quantity of underused resources, 
or "slack,” in the economy. One sign of slack at the end of 
2015 was that actual GDP was about 1.8 percent smaller 
than CBO’s estimate of potential (chat is, maximum sus- 
tainable) GDP. CBO expects that gap to narrow to less 
than its historical average by 2018. As a result, CBO 
projects that the improving economy will spur further 
hiring, reducing the unemployment rate from 4.8 percent 
in the second quarter of 2016 to 4.5 percent in 2017 
and putting upward pressure on workers’ wages and ben- 
efits. The increases in employment and in wages and 
benefits will increase participation in the labor force — 
both encouraging people who were out of the labor force 
because of weak job prospects to enter it, and encourag- 
ing people who were considering leaving the labor force 
to remain in it. 

The reduced slack in the economy will increase inflation 
over the next year and push up interest rates over the next 


few years. CBO expects the rate of inflation — as 
measured by the growth in the price index for personal 
consumption expenditures (the PCE price index) — to 
rise to the Federal Reserve’s goal of 2 percent in 2017. 
CBO also expects the interest rate on 3'monch Treasury 
bills to go up, rising from an average of 0.3 percent in the 
first half of 20 1 6 to 1 .0 percent by the end of 20 1 7 and 
stabilizing at 2.8 percent by the end of 2020. Long-term 
interest races are expected to rise as well, partly in 
response to the increase in short-term rates and partly in 
response to an expected increase in global interest rates as 
foreign economic growth improves. CBO projects that 
the race on 10-ycar Treasury notes will increase from an 
average of 1.8 percent in the first half of 2016 to 2.5 per- 
cent by the end of 2017 and to 3.4 percent by the end 
of 2020. 

Unlike its projections for the next few years, which reflect 
predictions of business cycle fluctuations, CBO’s projec- 
tions for the 2021-2026 period are based primarily on 
projections of underlying trends in such variables as the 
size of the labor force, the number of hours worked, capi- 
tal investment, and productivity — that is, trends that 
those variables follow after the effects of business cycle 
fluctuations are removed. Real output will grow more 
quickly through 2026 than it has done over the past 
decade, CBO expects, because business investment will 
be stronger and because the economy’s total factor pro- 
ductivity (TFP), the average real output per unit of 
combined labor and capital services, will grow more 
quickly. Nevertheless, slower growth in the nation’s 
supply of labor is projected to keep the growth of 
output slower than it was during the 1980s, 1990s, and 
early 2000s. In CBO’s projections, the economy grows 
by 2.0 percent per year, on average (as measured on a 
fourth-quarter-to-fourth-quarter basis), between 2021 
and 2026. 

Recognizing the uncertainty of economic forecasts, CBO 
constructs its projections so that they fall in the middle of 
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Table 2-1. 

CBO’s Economic Projections for Calendar Years 2016 Through 2026 

Annual Average 

2016 2017 2018 201S-2020 2021-2026 

f^rcentage Change From Fourth Quarter to Fourth Quarter 


Gross Domestic Product 

Real" 2.0 

Nominal 3.5 

Inflation 

PC£ price index 1.5 

Core PCE price index® 1.8 

Consumer price index® 1.8 

Core consumer price index® 2.3 

GDP price index 1.5 

Employment Cost index® 2.8 

Unemployment Rate 4.6 

Gross Domestic Product 

Real* 1.9 

Nominal 3.2 

Inflation 

PCE price index 1.2 

Core PCE price index® 1.7 

Consumer price index' 1-4 

Core consumer price index® 2.3 

GDP price index 1-3 

Employment Cost Index® 2.6 

Unemptoymertt Rate (Percent) 4.8 

Payroll Employment (Monthly change, In thousands)” 1 75 

Interest Rates (Percent) 

■fTiree-month Treasury bills 0-3 

Ten-year Treasury notes 1-8 

Tax Bases (Percentage of GDP) 

Wages and salaries 44.3 

Domestic economic profits 8.7 


2-4 

2.1 

1.7 

2,0 

4,3 

3.9 

3.6 

4.0 

2.0 

2.0 

2.0 

2.0 

1.9 

2,0 

2.0 

2.0 

2.3 

2.3 

2.4 

2,4 

2.2 

2.3 

2.3 

2.3 

1.8 

1.8 

1,9 

2.0 

3.1 

3.3 

3,1 

3.1 

Fourth-Quarter Level percent) 



4.5 

4.7 

5,0* 

4.9 ' 

Percentage Change From Year to Year 


2.4 

2.2 

1.7 

1.9 

4.2 

4,0 

3.6 

4.0 

1.9 

2.0 

2.0 

2.0 

1.8 

2,0 

2.0 

2.0 

2.4 

2,3 

2,3 

2.4 

2.2 

2,3 

2.3 

2.3 

1.8 

1.8 

1.9 

2.0 

3.0 

3.3 

3.2 

3,1 


Annual Average 



4.5 

4.6 

4.9 

4.9 

123 

24 

25 

84 

0.7 

1.4 

2.4 

2.8 

2.3 

2.8 

3.2 

3,6 

44.4 

44.4 

44,4 

44.3 

8,4 

8,2 

7.8 

7.3 


Source: Congressional Budget Office, 

Economic projections for each year from 2016 to 2026 appear in Appendix 8. 

GDP = gross domestic product; PCE = personal consumption expenditures. 

a. Nominal GDP adjusted to remove the effects of inflation. 

b. Excludes prices for food and energy. 

c. The consumer price index for all urban consumers. 

d. The employment cost index for wages and salaries of workers in private irtdustries. 

e. Value for the fourth quarter of 2020. 

f. Value for the fourth quarter of 2026. 

g. Calculated as the monthly average of the fourth-quarter-to-fourtii-quarter change in payroll employment. 
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Box 2-1. 

Recently Released Economic Data 

In late July, the Bureau of Economic Analysis (BEA) released its annual rewsion of the national income and 
product accounts, as well as new data about economic growtti during the first half of 2016. The revision 
incorporates new data from various sources, as well as some changes in methods and definitions.’ The 
Congressional Budget Office completed ite forecast before BEA released that new information, but an initial 
review of the revised and newly released data does not suggest any substantial change to CBO’s economic or 
budget projections. 

Revisions to Historical Data 

BEA slightly increased its estimate of the growth of real output {ttiat is, output adjusted to remove the effects of 
inflation) between 2013 and 2015. it now estimates Dial re^ output grew by 2.2 percent, rather than 2.1 percent, 
during that period, it also estimates that national income grew 0.3 percentage points faster than it estimated 
previously. Two components of that income are important for forecasting revenues: corporate profits, which 
BEA revised downward by $4.5 billion in 2013, upward by roughly $80 billion in 2014, and upward again 
by roughly $80 billion in 2015; and wage and salary disbursements, which were revised upward by about 
$7 billion for the whole 2013-2015 period. (Most of the upward revision to income over the past three years 
reflected higher corporate profits, so although wages were also revised upward, their share of total income 
fell.) The revision left most measures of inflation-including the price index for personal consumption 
expenditures, the core version of that price index, and the gross domestic product (GOP) price index— largely 
unchanged. (The revision does not affect another measure of inflation, the consumer price index for all urban 
consumers or CPi-U.) 

Growth in 2016 

BEA also revised its estimate of GDP for the first quarter of 2016 and released its initial estimate for the second 
quarter. The new data indicate that real GDP grew at an average annual rate of 1.0 percent in the first half of 
2016— well below the 1.7 percent rate that CBO used in constructing its economic forecast. Most of that 
difference resulted from unexpected weakness in business fixed investment (that is, investment in non- 
residential structures, equipment, and intellectual property products) and from a sharp drop in private inventory 
investment. 

An initial review of the new data for the first half of 2016 indicates that economic growth for the year may prove 
to be slightly slower than CBO projected in early July. However, because a number of factors suggest that the 
underlying momentum in economic activity may be stronger than the recent growth of real GDP suggests, 
output growth in 2016 may in fact be close to CBO's projection. For one, consumer spending during the first 
half of the year was slightly stronger than CBO had anticipated. Also, the latest data about the labor market 
suggest continued growth in employment and labor income. And inventory Investment will swing back if firms 
find that they need to replenish their inventories to meet future demand. 

implications for Future Years 

Beyond 2016, the general contours of CBO's projections are unaffected by the revised and newly released 
data, For example, though the data indicate slightly faster growth in real GDP and slightly weaker growth in 
business investment in fixed capital during the past three years, they do not call for a significant change to 
CBO's estimates of potential GDP in the recent past or in the future. More will be known about how CBO might 
adjust those estimates when BEA releases its revised estimates of capital stock later this year. 


1. See Bureau of Economic Analysis. “National Income and Product Accounts-Gross Domestic Product: Second Quarter 2016 
(Advance Estimate)-Annual Update: 2013 Through First Quarter 2016'' (press release. July 29, 2016), http;//go,usa gov/xTcJH 
(PDF, 1,9 MB). 
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the distribution of possible outcomes, given current law 
and the economic data that are available when the projec- 
tions are prepared. Nevertheless, many developments — 
such as siower-than-expecced growth in business invest- 
ment, faster-than-expected growth in productivity, or 
weaker-than-expected economic growth abroad — could 
make outcomes differ substantially from what CBO has 
projected. 

CBO’s current economic projections differ in some 
canc respects from its last projections, which were pub- 
lished in January 2016. For example, CBO now projects 
slow'er growth of real GDP in 2016, largely becau^ of the 
weaker-rhan-anticipated growth during the first half of 
the year. Also, the agency’s projections of potential and 
actual GDP in 2026 are now roughly 1 ki percent lower 
chan they were in January. Those revisions were made on 
the basis of new data and a reassessment of future growth 
in TFP. In addition, CBO has reduced its projections of 
interest rates on Treasury securities; by 2026, those rates 
are roughly one-haif of a percentage point lower than 
CBO projected in January. That revision reflects CBO’s 
reassessment of the future demand for T reasury securities, 
in light of iower-than-aniicipated interest rates in finan- 
cial markets and recent global economic developments 
that point to less demand for foreign assets; it also partly 
reflects the revisions to projected GDP growth. 

The economic projections in this report do not differ 
much from those of most other forecasters. They are gen- 
erally similar to the Blue Chip consensus forecast, which 
was published in Augast, though CBO’s projection of real 
GDP growth is higher. The agency’s projections of eco- 
nomic activity are also generally similar to the forecasts 
developed by the Federal Reserve, which were presented 
at the Federal Open Market Committee’s June 2016 
meeting. 

The Economic Outlook for 2016 
Through 2020 

Since the end of the 2007-2009 recession, real GDP has 
grown faster than potential GDP, on average, reducing 
the gap between the two and hence the amount of slack 
in the economy. CBO expects that gap to keep narrowing 
as real GDP grows more quickly in the second half of this 
year and next year than it did during the first half of this 
year (see Figure 2-1). However, growth in real GDP is 
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expected to slow in 20 1 8 and to foil below but remain close 
to the growth of potential GDP in 2019 and 2020. 

In CBO’s projections, developments in the federal rax 
and spending policies specified in current law have a 
small negative effect on economic growth over the next 
few years, on net. By contrast, monetary policy continues 
to support growth over the next few years, albeit less and 
less so as the economy nears its potential output and the 
labor market tightens. 

Most of the growth of output during the coming five 
years will be driven by consumers, businesses, and home 
builders, CBO anticipates. Demand from federal, state, 
and local governments and from foreign cu.stomer.s will 
contribute much less to economic growth. 

CBO expects that slack in the labor market will nearly 
disappear over the next year. In the agency's projections, 
increased demand for workers reduces the unemployment 
rate and draws more workers into the labor force. Reduced 
slack in the labor market and the economy will help 
boost the rate of inflation to the Federal Reserve's target 
rate of 2 percent. 

Unlike CBO’s projections for the 2016-2018 period, 
tho,se for 2019 and 2020 do not reflect expected cyclical 
developments in the economy. Rather, they serve as 
transitions to the values that CBO projects for the 
2021 2026 period — which themselves are not based 
on predictions of business-cycle fluctuations. 

Federal Fiscal Policy 

If current laws remained generally the same, changes in 
federal spending and revenues would modestly dampen 
aggregate demand for good.s and services over the next 
few years.' Those changes would also slightly reduce the 
supply of labor in the economy. Together, the changes in 
aggregate demand and in the supply of labor would 
restrain the growth of output through 2020. 

.Specifically, in CBO’s projections, four broad changes in 
federal spending and revenues that would occur under 


L A^regate demand refers co ratal purchases by consumers, busi- 
nesses, government, and foreigners of a country s output of final 
goods and services during a given period. All else being equal, 
changes in aggregate demand affect businesses’ decisions about 
whether to increase production, invest in equipment, and hire 
workers, which in turn affect income, demand, and output. 
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Figure 2-1. 


GDP and Potential GDP 

Trillions of 2009 Dollars 



In CSO’s projections, the gap 
between the economy’s actual 
and potential output is largely 
eliminated by the end of 201? 
artd then returns to its historica! 
average— about one-half of one 
percent of potential GOP— by 
2020 . 


Sources; Congressional Budget Office; Bureau of Economic Analysis. 

Potential GOP is CBO’s estimate of the maximum sustainable output of the economy. 

Data are annual. Values for GDP from 2001 through 2015 (the thin tine) reflect rewsions to the national income and product accounts that the Bureau of 
Economic Analysis released on July 29, 2016. Values for GDP from 2015 tfirough 2026 (the thick line) and all values for potential GDP reflect the data 
available and projections made before July 29. 

GDP = gross domestic product. 


current kw reduce growth in aggregate demand over the 
next: five years:^ 

m Partly because of statutory caps limiting the grow'th of 
discretionary spending, the federal government’s real 
purchases of goods and services decline, slightly reduc- 
ing real GDP growth through 201 8.^ Real federal pur- 
chases provide negligible contributions to growth in 
2019 and 2020. 

■ The phasing out of various provisions of law govern- 
ing the taxation of investment spending reduces busi- 
nesses’ incentives to invest, tempering the growth of 
their investment in structures and equipment from 
2018 through 2020. 


2. T'he effect of chose diangcs arc incoeporared into CBO's 
projections, but the agency has nor separarely quantified the 
impact of eacli. 

5. Discretionary spending consists of the ourlays that resak from 
budget authority provided by appropriatioii acts. 


■ Growth in real income pushes some households into 
higher tax brackets, raising effective marginal tax 
rates — that is, tax rates on an additional dollar of 
income earned by those households. That effect, 
which is known as real bracket creep, slightly increases 
households’ tax liabilities, reducing their disposable 
(that Is, after-tax) income and slightly dampening the 
growth of consumer spending over the next few years. 

■ The stimulus provided by automatic stabilizers — 
the automatic decreases in revenues and increases In 
outlaj's that occur when the economy weakens — 
continues to diminish over the next few years a.s the 
economy improves.^ 


4. All else being equal, automatic stabilizers affect aggregate 
demand because they are changes in the amount of taxes that 
households and businesses pay and in the transfer payments 
tfut households receive. For ntore discus.siott of automatic 
siabilizets, sec Congressional Budget Office, The Budget and 
Economic Outlook: (January 2016), Appendix C, 

www.cbo.govypublicafion/5U29; and Frank Russekand 
Kim Kowalewski. How CBO Estimates Automatic Stabilizm, 
Worldng Paper 201 5-07 (Congressional Budget Office, 
November 201 5), wvvw.cbo.govi''pubi)cadon./5l005. 
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Fiscal policy also reduces the supply of labor in CBO’s 
projections. The increase in cfFecrivc marginal tax rates 
described above would reduce the incentive to work, thus 
diminishing the amount of labor that people choose to 
supply. CBO also expects elements of the Affordable Care 
Act, such as the phasing out of health insurance subsidi^ 
as people’s income rises, to reduce the amount of labor 
supplied over the next few years, as people adjust their 
employment circumstances in response and as more people 
choose to participate in health insurance marketplaces.' 

Monetary Policy and Interest Rates 

CBO expects that as the economy improves, and as the 
race of inflation approaches the Federal Reserve's longer- 
run goal of 2 percent, the central bank will gradually 
reduce the extent to which its monetary policy supports 
economic growth. At its December 2015 meeting, the 
Federal Reserve’s Federal Open Market Committee began 
that process, raising its target range for the federal funds 
rate — that is, the interest rate that financial institutions 
charge each ocher for overnight loans of their monetary 
reserves. The range is now 0.25 percent to 0.50 percent. 
In light of two developments — slow domestic growth in 
the first half of the year, and the United Kingdom’s recent 
vote CO leave the European Union, which has exacerbated 
uncertainty about global economic growth and financial 
stability — CBO expects the target range to remain at its 
current level until the fourth quarter of 2016. CBO 
expects the federal funds rate to then rise gradually, reach- 
ing 1.1 percent in the fourth quarter of 2017 and 1.8 per- 
cent in the fourth quarter of 2018 {see Figure 2-2). 

As the federal funds rate rises, interest rates on federal 
borrowing will also rise gradually over the next few years, 
CBO projects. The interest rate on 10-year Treasury 
noce,s fell from 2,2 percent in the fourth quarter of 2015 
to 1.8 percent in the second quarter of 2016. That race 
is projected to begin increasing in the second half of 
2016, reaching 1.9 percent in the fourth quarter of 2016, 
2.9 percent in the fourth quarter of 2018, and 3.4 percent 
in the fourth quarter of 2020. 

Those projected increases reflect three factors. First, CBO 
anticipates that the interest rate on 3-month Treasury 
bills will rise (to 0.4 percent in the fourth quarter of 
2016, 1.7 percent in the fourth quarter of 2018, and 


5. For more information, see Edward Harris and Shannon Mok, 
How CBO Estimates the Effects of the Affordable Care Act on the 
Labor Market, Working Paper 2015-09 (Congressional Budget 
Office, December 20i5), w\w.cbo.gov/publication/5I065. 


AUGUST 2016 

2.8 percent in the fourth quarter of 2020) as the Federal 
Reserve gradually reduces the extent to which monetary 
policy supports the growth of aggregate demand.^ Such 
increases in short-term rates boost longer-term rates 
because the latter are partly determined by investors’ 
expectations of the former. Second, foreign economic 
growth is expected to improve, pushing up rates abroad 
and in the United States, In CBO’s assessment, the inter- 
est race on 10-year Treasury notes fell over the first half of 
2016 partly because falling interest races abroad put 
downward pressure on races here; improving foreign 
economic growth is expected to reverse that effect. 

And third, CBO expects an increase in the term 
premium — the extra return paid to bondholders for the 
added risk associated with holding long-term Treasury 
.securities (after average expected interest rates on shorter- 
term securities are accounted for). Several factors have 
pushed the term premium on U.S. Treasury securities to 
historically low levels in recent years. One is limited long- 
term inve,stmenc opportunities abroad, which may have 
prompted global investors to shift their holdings out of 
foreign bonds and into longer-term U.S. Treasury securi- 
ties, keeping interest rates on those securities down. 

Other factors are investors’ heightened concern about 
global economic growth and their perception that the 
value of long-term Treasury securities risCvS when growth 
is weak (which implies that those securities may provide a 
useful hedge agaimsi such risks). CBO projects that the 
term premium will rise over the next several years as the 
factors that have recently suppressed it dissipate. How- 
ever, because those factors are expected to dissipate 
slowly, CBO expects the interest rate on lO-year notes 
to rise more slowly chan the rate on 3-month bills and to 
stabilize slightly later.^ 


6. CBO expects the interest rate on 3-nionth Treasury bills to be 
lower than the iWera! funds rate over the next 10 years, as it has 
generally been in the past. The reason for that historical difference 
is that Treasury securities are free of default risk, whereas the 
overnight unsecured baits made at the federal Rinds race carry a 
small risk of default. 

7. In addition, long-term races have probably been held down by 
the influence of the Federal Reserve’s large ponfoiio of long-term 
assets. CBO expects the size of chat portfolio to gradually diminislt, 
beginning next year; that development will put upward pressure 
on the term premium and the lO-year race. CBO’s expectation 
that the reduction in the size of the Federal Reserv'e’s portfolio will 
begin later than the resumption of increases in the federal funds 
rate is another reason that the interest rate on lO-year Treasury 
notes is expected to rise more slowly than the rate on 3-monrh 
bills and to stabilize slightly later. 
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Figure 2-2. 
Interest Rates 

Percent 



CBO expects the Federal 
Reserve to start increasing 
the federal funds rate on a 
sustained basis in December 
2016 . 



in CBO’s projections. Interest 
rates on Treasury securities 
rise steadily over the next few 
years, reflecting continued 
economic improvement and 
increases in the federal funds 
rate. 


Sources: Congressionfil Budget Office; Federal Reserve. 

The federal funds rate is the interest rate that financial institutions charge each other for overnight loans of their monetary reserves. 
Data are annual and are fourth-quarter values. Actual data are plotted through 2015. 


Despite CBO’s expectation that the 1 0-year rate will rise, 
the agency does not expect it to return to the levels seen 
in the two decades before the 2007-2009 recession. 
Several factors discussed below will probably continue to 
suppress interest rates throughout the lO-year projection 
period {see “The Economic Outlook for 2021 Through 
2026” on page 51). 

Contributions to the Growth of Real GDP 

CBO expects that consumer .spending, busines.s invest- 
ment, and residential investment will drive the growth 
of real GDP over the next few years (see Figure 2-3).* 


Consumer spending is expected to provide the Largest 
contribution to that growth, as it has generally done in 
the past. However, the anticipated pickup in growth in 
the second half of 2016 and in 2017 stems largely from 
faster growth in investment — particularly in business 
equipment and structures — as the growth in spending by 
consumers slows (see Table 2-2). On net, total purchases 
by governments are projected to have a small positive 
effea on the growth of GDP through 2020. In contrast, 


8. Those components’ contributions to real (iDP growth rellecc 
their growth rate weighted by their share of nominal GDP. 
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Figure 2-3. 

Projected Contributions to the Growth of Heal GDP 


The projected growth of real GOP 
is the sum of contributions, 
in percentage points, from . . . 

2 


Consumer Spending, 1 


0 


2 . 0 % 



2.4% 


2 . 1 % 



Business investment. 


0 




Residentiai Investment, 



Purchases by 
Federal, State, and 
local Governments, and 


0 



Net Exports. 



2016 2017 2018 


Source: Congressional Budget Office. 

The values show the contribution of the major components of GDP to the projected growdi rale of real GDP (that is, GDP adjusted to remove the 
effects of inflation). Consumer spending consists of personal consumption expenditures. Business investment comprises purchases of equipment, 
nonresidential structures, and inteiiectual property products, as well as the change in inventories. Residentiai investment comprises the construction of 
singie-family and muitifamily structures, manufactured homes, and dormitories; spending on home improvements; and brokers’ commissions and other 
ownership-transfer costs. Purchases by federai, state, and local goi^mments are taken from the national income and product accounts. Net exports are 
exports minus imports. 

Data are annual. Changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next. 

GDP = gross domestic product. 
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Table 2-2. 

Projected Growth in Real GDP and Its Components 


Percent 

2016 

2017 

2018 

Real GDP 

2.0 

2.4 

2.1 

Consumer Spending 

2.6 

2.2 

1.9 

Business investment 

0.4 

4.6 

2,9 

Business fixed investment 

1.4 

4.9 

3.3 

Residential Investment 

6.7 

10,9 

8.0 

Purchases by Federal, State, and Local Governments 

0.6 

0.8 

0,7 

Federal 

-0,8 

-0.4 

-0,7 

State and local 

1.5 

1.6 

1.5 

Exports 

2.2 

3.7 

3.0 

Imports 

3.2 

4.9 

3.0 

Memorandum: 

Net Export (Change in billioris of 2009 dollars) 

-38.5 

-56.3 

-17.3 


Source: Congressional Budget Office. 

Reai GDP is the output of the economy adjusted to remove the effects of inflation. Consumer spending consists of personal consumption expenditures. 
Business investment comprises business fixed investment— purchas« of equipment, nonresidential strucUires, and intellectual property products— and 
the change in irjventories. Residential investment comprises the constructirw of single-family and multrfamily structures, manufactured homes, and 
dormitories; spending on home improvements: end brokers’ commissions and other owneship-transfer costs. Purchases by federal, state, and local 
governments are taken from the national income and product accounts. Net exports are exports minus imports. 

Data are annual. Changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next year. 

GDP = gross domestic product. 


n€t exports (exports minus imports) will restrain growth 
from 2016 through 201 9 but contribute slightly to growth 
thereafter, CBO projects. 

Consumer Spending. CBO expects consumer spending 
on goods and services, which accounts for over two-thirds 
of economic output, to be a major component of the 
growth of real GDP through 2020. It is expected to con- 
tribute nearly all — 1 .8 percentage points— of the 2.0 per- 
centage-point growth of real GDP this year. However, 
CBO estimates that the contribution of consumer spend- 
ing to real GDP growth will recede to 1.5 percentage 
points in 2017 and decline somewhat thereafter. 

In CBO's projections, the main factor explaining the 
slowing growth of consumer spending over the next few 
years is slowing growth in real disposable personal 
income — which, in turn, largely reflects slowing growth 
in employees’ real compensation (sec Figure 2-4). The 
growth race of real compensation diminishes, notably in 
2017 and 2018, as the growth in employment slows; that 
moderation outweighs an acceleration in compensation 
per hour. Also reducing the projected growth of real dis- 
posable income are CBO’s expectations that ener^ prices 
will continue to rebound through the end of 2017 


(reducing some of the extra purchasing power that con- 
sumers gained in recent years) and that factors such as real 
bracket creep will slightly increase personal tax liabilities. 

Nevertheless, CBO expects consumer spending to 
grow — by 2.6 percent in 2016 and by .smaller amounts in 
later years. One factor projected to support consumer 
spending is further increases in housing prices, which will 
help raise household wealth. Another is improvements in 
households’ access to credit and creditworthiness. As 
employment and disposable income rise further, CBO 
expects banks to continue to increase their willingness to 
make consumer loans. Households’ debt and debt-.scrvice 
payments have fallen markedly as a percentage of dispos- 
able personal income since the recession ended in 2009, 
and delinquency rates on consumer loans are historically 
low, by some measures. Lighter debt burdens give families 
greater capacity to borrow for major purchases. Although 
interest rates are likely to rise in the future, their effect on 
debt-service burdens will be muted, because the rates are 
expected to remain low by historical standards. 

Business Investment. CBO projects that reai business 
investment will contribute 0. 1 percentage point to the 
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Figure 2 - 4 . 

Factors Underlying the Projected Contributions to the Growth of Real GDP 


Siowing growth in the total amount of 
employees’ real compensation is 
projected to slow the growlh of 
consumer spending in the next few 
years. 



Over the next few years, in CBO’s 
assessment, businesses’ response to 
the past and expected growth of 
demand will drive the growth of their 
real fixed investment. However, the 
faster growth of investment projected 
for 2017 is due to other effects, such 
as the end of a prolonged drop in the 
price of crude oii. 


Percent 


15 

10 

5 

0 

•5 


-10 


-15 


.Ml 

Otiier effects 

1, JllriT, 

Growth of 

Business Fixed 
Investment 

P 

9 1/^ Effects of 

S m Demand 
^ ■ Growth 



2001 2006 2011 2016 2021 2026 


Source; Congressional Budget Office, using data from the Bureau of Economic Analysis, the Census Bureau, and the Federal Reserve. 

The total amount of employees’ real compensation is the sum of wages, salaries, and supplements divided by the price index for personal consumption 
expenditures. Percentage changes in employees' real compensation are measured from the average of one calendar year to the next, Values from 2001 
through 2015 (the tliin line) reflect revisions to the national income and product accounts that the Bureau of Economic Analysis released on July 29. 2016. 
Values from 2015 through 2026 {the thick line) reflect the data available and projections made before July 29. 

The effects of demand growth are the estimated effects of the past and expected growth of demand for businesses’ output on the growth of real 
business fixed Investment {purchases of equipment, nonresidential structures, and intellectual property proditcts. adjusted to remove the effects of 
inflation). That is, businesses buy new capital both to meet the growth of demand for their goods and services since the last time they purchased capital 
and to meet the expected future growth of demand. (They also replace worn-out or obsolete capital.) The other effects on business fixed investment 
include such factors as taxes and the cost of financing investments. Percentage changes are measured from the fourth quarter of one calendar year to 
the fourth quarter of the next. Values reflect the data available before the Bureau of Economic Analysis released its revisions to the national incon>e and 
product accounts on July 29. 2016, 


growth of real GDP in 2016, the result of a negative con- 
tribution in the first half of the year and an expected pos- 
itive one in the second half. Real business investment is 
projected to make a larger contribution to real GDP 
growth in 2017, 0.6 percentage points, and that increa^ 
accounts for much of the projected rise in the growth of 
GDP next year. Inve.stment contributes 0.4 percentage 
point.s to the projected growth of output in 201 8 and 


Continued 

less after chat. All of those contributions will be from 
business fixed investment — that is, investment in non- 
residentiai scruaures, equipment, and intellectual property 
products — radier than from investment in inventories. 
Inventory investment is expected to make a small nega- 
tive contribution to growth in 2016, largely because it 
slowed during the first half of the year, and thereafter to 
make neither a positive nor a negative contribution. 
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Index, 1970 1 



The continued appreciation of the 
exchange rate of the U.S. doffar this 
year is projected to contribute to lower 
net exports this year and next. 


Household formation Is the change in the number of occupied housing units from the fourth quarter of the previous year to the fourth quarter of the 
year Indicated. 

The measure of the exchange rate of the dollar is an export-weighted average of exchange rates between the doliar and the currencies of the 
United States' leading trading partners, Data are calendar year averages. 

Actual and historical data are plotted through 2015. 

GDP = gross domestic product. 


Bu.sines.ses’ response to the past and expeaed growth of 
demand for their output will drive the growth of their 
fixed investment over the next few yeare, in CBO’s view 
(see Figure 2-4), In addition to replacing worn-out or 
obsolete capital assets, bu.sinesses invest in new assets to 
meet unexpected demand for their goods and services in 
the past and expected demand in the future. Althougli 
the current level of nonmining investment is roughly 
compatible with businesses’ need to keep pace with 
expeaed new demand, in CBO’s estimation, bminesses 
still need to make up for .some investment forgone during 
the recession aiid .slow recovery — when sluggish con- 
sumer spending, residential comstrucrion, and spending 
by state and local governments curtailed investment. For 
example, both the narional office vacancy rate and the 


national industrial availability race are near the lows 
reached during the last business cycle.’^ CBO expects that 
the growth in demand will continue to .significantly boost 
Investment through 2018 but that it will slow and pro- 
vide a smaller boost in later years. 

A number of other fitetors contribute to the projected 
increase of business investment next year. For one, CBO 
antietpates that the price of crude oil will rise. During 


9. The office vacanq- rate is the amount of vacant office space for 
lease divided by the total square footage of office .space. The 
industrial availabiliw rare is the supply of available space in large 
industrial buildings as a percentiigc of the total amouru of such 
space. 
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2015 and early 2016, failing oil prices sharply reduced 
real investment in mining structures and mining equip- 
ment; modestly higher oil prices are expected to boost 
mining-related investment next year. Also, fectore rftat 
contributed to the weakness in real investment in non- 
mining equipment at the end of last year and during the 
first half of this year — declining produciivit}' (which 
reduced the profitability of new investment) and weaker 
business confidence — will wane, in CBO’s view. 

Some factors temper CBO’s projections of business 
investment after next year. Partial-expensing provisions in 
the tax code, which encourage investment by letting busi- 
nesses deduct new capital expenses from their taxable 
income more rapidly than they could otherwise, will 
gradually expire during the 2018-2020 period. The 
increase in interest rates anticipated in CBO’s forecast 
will also exert some downward pressure on investment, 
but not enough to offset the influence of the ongoing 
economic expansion. 

Residential Investment. CBO expects real residential 
investment to keep growing rapidly over the next few 
years, even as mortgage interest rates rise.”^ The fact that 
the sector is small will limit its contribution to the growth 
of real GDP, but CBO expects that contribution to be 
noticeably larger than the historical average. CBO projects 
that residential investment will contribute 0.2 percentage 
points to the growth of real GDP in 2016 — slightly less 
chan in 2015, because the growth of housing starts 
slowed this year. ‘ ‘ As such growth picks up, residential 
Investment is projected to contribute 0.4 percentage 
points to GDP in 2017 and a smaller amount thereafter. 

CBO anticipates that the construction of new homes 
will be the primary contributor to residential invest- 
ment, mainly because of stronger household formation 
(see Figure 2-4).'^ Aside from a puzzling surge in 2014, 
household formation has been unusually weak since the 
2006 peak of the housing boom, averaging only about 
750,000 net new households per year over the past 


1 0. Residential investment consists mostly of the construaion of single- 
family and multifamily residences, residenriaJ improvements, and 
real estate agents’ commissions and other ownership transfer oBts. 

I i . Housing starts are the number of new housing units on which 
construction has begun in a given period. 

12. Household formation is the change in the number of occupied 
housing units. 
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10 years — for lower than the annual average of 1 .23 mil- 
lion over the 20 years before that. Some of the recent 
weakness probably stem.s from a sharp tightening of 
mortgage lending standards from 2007 to 2009. Even 
though those standards remain tighter chan they were 
before 2007, they have begun loosening over the past few 
years; as they continue to loosen and as employment con- 
tinues to improve, household formation will gradually 
return to historical averages, CBO expects. 

CBO anticipates that stronger growth in demand for 
housing will put upward pressure on house prices. In 
2015, house prices rose by 5.9 percent.*’ CBO projects 
chat they will increase by 4.2 percent in 2016 and by 
about 2.5 percent per year, on average, over the 2017- 
2020 period. (That projection incorporates an expected 
increase in the supply of housing units, which will temper 
the price increases resulting from stronger housing 
demand.) 

Government Purchases. During each of the next three 
years, if current laws governing federal fiscal policies 
generally remained in place, total real purchases of goods 
and services by federal, state, and local governments 
would contribute O.l percentage point to the growth of 
real output, roughly the same amount as in 2015, CBO 
projects. The projected growth of the real value of total 
government purchases in 2016 results from an estimated 
0.8 percent decrease in federal purchases and an esti- 
mated 1.5 percent increase in state and local purchases. 
CBO projects similar changes for 2017 and 2018, assum- 
ing that the statutory caps on fonding for discretionary 
programs would cause reductions in real purchases by the 
federal government in both of those years. (See Chapter 1 
for a discussion of how the caps affect projected outlays.) 
In later years of the projections, real purchases by the 
federal government change little. 

In 2019 and 2020, real government purchases are pro- 
jected to contribute 0.2 percentage points annually to the 
growth of real output, almost entirely because of growth 
in real purchases by state and local governments. CBO 
projects that state and local purchases w'ill grow through- 
out the 2016—2020 period bccau.se, in its view, state and 
local governments will increase spending as their tax reve- 
nues continue to grow. 


13. That increase, which is on a fourch-quarcer-to-fburth-quarrer 
basis, was calculated from the Fc-derai Housing Finance Agency's 
price index for home purchases. 
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Net Exports. CBO expects real net exports to lall from 
2016 through 2019, extending the decline of the past 
two years. The projected decline reflects CBO’s expecta- 
tion that real imports will grow faster than real exporre, 
on average. The decline in real net exports reduces pro- 
jected GDP growth by 0.2 percentage points in 2016, by 
0.3 percentage points in 2017, by 0.1 percentage point in 
2018, and by a negligible amount in 2019. In 2020, real 
net exports are expected to rise slightly, making a very 
small contribution to growth. 

CBO’s projection of real net exports is strongly influ- 
enced by a significant increase in the exchange value of 
the dollar during the past two years and by the agency’s 
forecast of chat value {see Figure 2-4). From mid- 2014 
through the second quarter of this year, the trade-weighted 
U.S. dollar appreciated by approximately 20 percent.*' 

In CBO’s estimation, that appreciation occurred becau.se 
long-term interest rates declined among the United 
States’ leading trading partners, particularly In Europe 
and Asia, and because the outlook for foreign growth 
deteriorated. Those developments boosted the dollar by 
increasing demand for dollar-denominated a.ssets relative 
to asvsets denominated in other currencies. More recently, 
after the United Kingdom’s vote to leave the European 
Union, the dollar rose significantly against the British 
pound and the euro, implying that the expected return 
on assets from the United Kingdom and the European 
Union fell in relation to the expected return on dollar- 
denominated assets. In CBO’s projections, foreign central 
banks’ efforts to boost aggregate demand in response to 
such factors continues to increase the exchange value of 
the dollar over the next two years, making U.S. exports 
more expensive abroad and thus tending to reduce net 
exports. 

CBO also expects that stronger growth in the United 
States chan in its trading partners will weaken net exports 
over the next two years. In particular, prices for oil and 


14. Net exports are currently negative, meaning that the United States 
imports more than it exports. A detrea.se in net expons indicates 
ch.ir imports are inciea.sing more than exporrs. 

15. CBO’s mea.sure of the exchange value of the dollar is an export- 
weighted average of the exchange rates between the dollar and 
the currencies of leading U.S. trading partners. Similarly. CBO 
cakulace.s the economic growth of leading U.S. trading partners as 
a weighted average of their growth rates, using shares of U.S. 
exports as weights. 
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Other commoditie-s, which are lower chan their averages 
over the past 10 years, are dampening growth in Canada 
and Mexico. The United Kingdom's pending exit from 
the European Union will probably reduce growth in 
European economies and e.specially in the British econ- 
omy over at least the next few years, in addition, China’s 
economic output is projected to keep decelerating as its 
economy shifts to depend less on investment and more 
on consumption. 

In later years, however, as commodity prices rebound, 

CBO expects faster growth among the nation’s major 
trading partners — especially Canada and Mexico, and to 
a lesser extent China. As a result, net exporrs are projected 
to decline less in 2019 than in previous years and to start 
rising in 2020. iMoreover, CBO expects that as growth 
strengthens and inflation rises in foreign economies, 
central banks will gradually tighten their monetary 
policies — pushing up interest rates in those countries, 
reducing the exchange value of the dollar, and leading to 
an increa.se in U.S. net exports in 2020 (and beyond). 

Hie L^or Market 

The labor market continued to improve in the first half 
of 20 1 6. The primary measure that CBO uses to assess 
the amount of slack in the labor market — the estimated 
shortfall in employment from its potential amount — fell 
by about I million people between the end of 2015 and 
June 2016, when it stood at 1.4 million people. (For 
more discussion of the current amount of slack, .see 
Box 2-2.) That decline reflected both a drop in the unem- 
ployment rate and an increase in the labor force participa- 
tion race.'** 

According to CBO’s estimates, the growth of aggregate 
demand will increase demand for labor, shrinking the 
employment shortfall to about three-quarters of a million 
people by the end of 201 6 and eliminating it by the mid- 
dle of 2017 (sec Figure 2-5). That projection reflects two 
expectations that partly offset each other: first, that the 
la^r force will be smaller than its estimated potential size 
during that period; second, that the unemployment rate 
will fall below the estimated natural race of unemployment 
(the rate that arises from all source.s except fluctuations in 


16. The labor force parriciparion rate is the percentage of [jeopie in the 
civilian noninsticutiortaiized population who are at lease 16 years 
old and are either working or seeking work. 
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Box 2-2. 

Current Slack in the Labor Market 


Underused resources, or “slack.” remains in the labor market The Congressional Budget Office bases that 
assessment on its analysis of the employment shortfall, on various other measures of underused labor, and on 
such indicators as the growth of compensation and rates of hiring and quitting. 

The employment shortfall. CBO's primary measure of slack in the labor market, is the difference between actual 
employment and the agency's estimate of potential (maximum sustainable) employment. Potentiai employment 
is what would exist if the unemployment rate equaled its natural rate— that is, the rate that arises from ail sources 
except fluctuations in aggregate demand for goods and services— and if the labor force participation rate 
equaled its potential rate. Consequently, the employment shortfall has two components: an unemployment 
component and a participation component The unemployment component is the difference between the 
number of jobless people seeking work at the current rate of urremployment and the number who would be 
jobless at the natural rate of unemployment The participation component is the difference between the number 
of people in the current labor force and the number who would be in the labor force at the potentiai labor force 
participation rate. CBO estimates that the employment shortfall was about 1.4 million people in the second 
quarter of 2016; nearly the entire shortfall (about 1.3 million people) stemmed from a depressed labor force 
participation rate. 

The employment shortfall accounts for the most important sources of slack in the current labor market, but it 
does not account for all of them. One source of slack that is not accounted for in the employment shortfall is an 
unusually large percentage of part-time workers who would prefer to work full time, in the second quarter of 
2016, about 6 million workers, or about 4 percent of all workers, were employed part time for economic 
reasons— that is. because employers were offering them part-time jobs, even though they would have preferred 
full-time jobs. That 4 percent rate was still about 1 percentage point higher foan the rate in the fourth quarter of 
2007. But it is hard to determine how much of that 1 percentage-point difference represented slack, because 
part of the increase since 2007 might have been related to structural factors. One such factor is that 
employment has been shifting to industries that employ a larger fraction of part-time workers, such as service 
industries. That development may be increasing the share of employees who work fewer hours than they would 
like,’ 

Another source of slack is the number of people who are marginally attached to the labor force— that is. who are 
not looking for work now but have looked for it in the past 12 months. That number is larger than it was before 
the recession— about 1.7 million people in the second quarter of 2016, up from about 1.4 million in the fourth 
quarter of 2007. Because the elevated number of marginally attached workers is closely related to the 
depressed rate of labor force participation, it is largely reflected in CBO’s measure of the employment shortfall. 
Marginally attached workers are also included in the 0-6 measure of underused labor computed by the Bureau 
of Labor Statistics, along with the number of unemployed people and the number of people employed part time 
for economic reasons.^ In the second quarter of this year, the U-6 measure stood at 9.7 percent, down slightly 
from 9,9 percent in the fourth quarter of last year but higher than the 8.5 percent observed before the 
recession, 

Some measures of the number of hours worked, such as the average number of hours worked per week, could 
also Indicate slack in the labor market. CBO does not use hours to measure slack because the agency forecasts 
average hours worked per week for only a portion of the economy (the nonfarm business sector). Nonetheless, 
by the end of 2015, the average number of hours worked per week had returned to its prerecession levei, and in 
the nonfarm business sector, it had returned to its usual relationship with potentiai average hours worked per 
week. That fact suggests that any cyclical influence on the average number of hours worked per week Is not 
currently a significant source of labor market slack.^ 

Other economic indicators offer mixed signals about the amount of stack remaining in the labor market. Hourly 
labor compensation continued to grow more slowly than labor productivity and inflation in the first half of 2016, 
indicating slack. But two indicators— the rate at (Miich job seekers are hired and the rate at which workers are ' 
quitting their jobs, both measured as a fraction of total employment— show little evidence of slack; Both are 
currently near their prerecession levels. 


1. See Rob Valletta and Catherine van der List, “Involuniaty Part-Time Work: Here to Stay?" Economic Letter 2015-19 (Federal Reserve 
Bank of San Francisco. June 8, 2015), http;//tinyurl.com/pbywpck. 

2. The U-6 measure is the number of unemployed workers, marginally attached workers, and workers employed part time for 
economic reasons as a percentage of the labor force plus all marginally attached workers. By contrast, the unemployment rate that 
force^^^^ ^ reported m the news— the U-3 unemployment rate— is the number of unemployed workers as a percentage of the labor 

3. The percentage of workers who are working part time for eccmomic reasons is above its prerecession level Yet the averaoe 

prerecesston level. The apparent contradiaion can be reconciled by 
noting two deve opments. First, the number ol workers who hold mulBple |obs Is depressed, so the average number of hours ^ 
St olSILr?' average nnmber of wiekly" rslrked per 
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Figure 2-5. 

The Employment Shortfall 

Millions of People 
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CBO expects the employment 
shortfall to disappear by the 
middle of next year. 
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Source: Congressional Budget Office, using data from the Bureau of Labor Stadstics. 

The employment shortfall is the sum of two components. The first, the employment shortfall from unemploymetU, is the number of people who are not 
employed but would be if the unemployment rate equaled its natural rate (the rate that arises from all sources except fluctuations in aggregate demand 
for goods and services). That component is projected to fell below zero this year through 2018, reflecting CBO’s estimate that the unemployment rate will 
be beiow Its natural rale during that period. The second component, the employment shortfall from tabor force participation, is the number of people 
who are not employed but would be if the rate of tabor force participation «}ualed its potential. 

Data are quarterly. 


aggregate demand for goods and .services) from mid'2016 
until the end of 2018. 

Furthermore, the projected drop in the unemployment 
rate, combined with a labor force participation rate 
expected to approach its potential value in 2017, lead.s to 
a small projected employment surplu.s — that is, actual 
employment that is higher rhan CBO’.s estimate of poten- 
tial employment:— from the second half of 2017 through 
2018, The agency expects the surplus to peak at roughly a 
quarter of a million people in early 2018. The increa.sed 
demand for labor and competition For workers, CBO 
projects, will boost the growth of hourly labor compensa- 
tion (a measure that Includes not only wages and salaries 
but benefits as well). During 2018, the increase in labor 
compensation will slightly dampen demand for labor, 
eliminating die employment surplus by the end of the 
year, CBO anticipates. 

CBO’s labor market projections for 2019 and 2020, by 
contrast, do not reflect expected cyclical developments in 
the economy. Instead, they sei-ve as tramsitions to the val- 
ues that CBO projects for later years, which are based 
primarily on long-term trends in the .supply of labor. 


Consequendy, the unemployment rate is projected to rise 
slightly in 2019 and 2020 .so that it reaches its historical 
relationship with the natural rate of unemployment, 
increa.sing labor market .slack to its average level over past 
decades. 

Employment. CBO expects demand for labor to remain 
healthy. Nonfarm payroll employment rose solidly in the 
first half of 2016, posting an average increase of 186,000 
jobs per month, and the agency expects it to continue to 
increase, though more slowly, over the next few years — 
by about 164,000 jobs per month in the second half of 
2016 and by about 123,000 jobs per month in 2017. 
CBO projects chat slowdown in employment growth not 
because it projects a cyclical decline in demand for labor 
but because it expects the retirement of baby boomers — 
people born between 1946 and 1964 — to slow the 
growth of the labor force. CBO’s employment projections 
imply that the number of people employed, mea.sured as 
a percentage of the population . will be roughly unchanged 
over the next two years. After 2017, however. CBO 
expects a steady decline in chat percentage, as the agency 
expects the labor force participation race co fall (see 
Figure 2-6). 
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Figure 2-6. 

The Labor Force, Employment, and Unemployment 

The percentage of the population that is employed is projected to remain roughly unchanged over the next two years and then to 
decrease through 2026, mainly because baby boomers will be retiring and leaving the labor force. 

Percentage of the Population 
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Source: Congressional Budget Office, using data from the Bureau of labor Statistics, 

The labor force consists of people who are employed and people who are unemployed but who are available for work and are actively seeking jobs. 
Unemployment as a percentage of the population is not the same as the official unempioyment rate, which is expressed as a percentage of the labor 
force. Here, the population is the civilian noninstitutionaiized population age 16 or older. 

Data are annual. Actual data are plotted through 2015. 


Labor Force Participation. CBO expects the labor force 
participation race to decline slightly next year and more 
quickly in later years, when its fail would match the fail of 
the potential participation rate (see Figure 2-7). 1 he 
actual rate was 62.7 percent in the second quarter of thi.s 
year — roughly where it ha.s stood since the fourth quarter 
of 20 1 3, and one-half of a percentage point below CBO’s 
estimate of the potential rare. CBO projects that the 
actual rate will reach 62.6 percent by the middle of 2017. 
That rate would be roughly one-centh of a percentage 
point below the potential rate, reflecting the long-term 
relation-ship between the two rates. 

The projected declines in the actual and potential rates of 
labor force participation reflect several factors. The most 
important is that members of the baby-boom generation 
will continue to retire from the labor force in large num- 
bers. The lingering effeers of the recession and ensuing 
weak recover)’ also continue to push down participation, 
in CBOls view: Despite recent declines in long-term 
unemployment, .some of the people who lost jobs in 
the recession left the labor force and will not return. 


Furthermore, federal tax and spending policies are expected 
to lower participation rates slightly over the next several 
years. In particular, the amount of labor that people arc 
willing to supply is projected to continue to decline over 
the next few years as people continue adju-sting their 
employment circumstances in response to the provi.sions 
of the Affordable Care Act. The structure of the tax code, 
which pushes some people with rising income into higher 
tax brackets, will also lower participation rates over the 
next decade. Finally, long-term trends involving particu- 
lar groups of people arc projected to pash down the par- 
ticipation rate slightly. Those trends include, for example, 
declining labor force participation rate.s by younger and 
less educated workers. 

During the next year and a half, the effect of those factors 
will be laigely offeet by continued improvement in hiring, 
as brisk employment growth and rising vvage,s are expected 
to draw some workers back into the labor force. That 
improvement explain.^ why the labor force participation 
rate declines only slightly in CBO's projections through 
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Figure 2-7. 

labor Force Participation Rates 

CBO expects the rate of iabor force participation to decline sHghUy next year and more quickly through 2026. 

Percent 




Source; Congressional Budget Office, using data from the Bureau of labor Statistics. 

The participation rate is the percentage of people in me civilian noninstitutionalized population who are at least 16 years oid and in the labor force. The 
labor force consists of people who are employed and people who are unemployed but who are available for work and are actively seeking jobs, The 
potential participation rate is what the participation rate would be if not for the effects of the business cycle. 

Data are annual. Historical data are plotted through 2015. 


2017. Thereafter, the actual labor forte participation rate 
is projected to decline, in tandem with the potential 
rate, to 61.5 percent in the fourth quarter of 2020. 

Unemployment. The unemployment rate fell from 
5.0 percent in the fbmth quarter of 2015 to 4.9 percent 
in the middle of 2016. That decline continued the fall 
that occurred during 2015, when the unemployment rate 
decreased by nearly three-quarters of a percentage point. 
Most of the decline over the past rwo years .stemmed ffonr 
a drop in long-term unemployment (that is, unemploy- 
ment lasting at least 27 con.secutive weeks) as some people 
who had been unemployed for a long rime obtained jobs 
(see Figure 2-8). That decline suggests chat two factors 
that have perpetuated long-term unemployment in recent 
years — the stigma a.s.sociated with it and the erosion of 
skills that can result from it — have diinini.shed. 

CBO projects that the unemployment rate will fall to 
4.6 percent by the end of thi.s year and to 4.5 percent 
next year, which would be about 0.2 percentage points 
below the agency’s estimate of the natural rate of unem- 
ployment. i hac decline in the unemployment rate reflects 


a projeaed increase in demand for labor that would 
reduce the number of unemployed people. The stronger 
demand for labor would also encourage people to remain 
in or rejoin the labor force and seek work, raising the 
labor force participation rate and moderating the decline 
in the unemployment rate. Even though the unemploy- 
ment rare is expected to be relatively low during the com- 
ing year, CBO anticipates that .some slack will remain in 
the labor market through the middle of 2017 because 
fewer people will be participating in the labor market 
chan would do .so if the economy w'as operating at its 
patencial. 

CBO expects rhe natural rate of unemployment to be 
4.7 percent from 2018 through 2020. That expectation 
reflects the race’s decline in recent years — which has 
occurred as the composition of the workforce has shifted 
toward older workers, who tend to have lower unemploy- 
ment rates, and away from le,ss educated workers, who 
tend to have higher unemployment races. 

Labor Compensation. Hourly compensation races for 
workers in private industry, which have grown slowly 
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Figure 2-S. 

Unemployment Rates 

Percent 



Most ot the decline in the overall 
unemployment rate it! the past 
few years reflected a drop in 
lorsg-term unemployment 
suggesting that the effects of 
stigma and the erosion of skills 
that can stem from long-term 
unemployment have diminished. 


Source: CongiessionaJ Budget Office, usng data from the Bureau of labor Statistics. 

The overall unemployment rate is the sum of the short-term unemployment rate and the long-term unemployment rate. The short-term unemployment 
rate is the percentage of the iaboi- force that has been out of work for 26 weeks or less. The long-term imemployment rate is the percentage of the laboi’ 
force that has been out of work for at least 27 consecutive weeks. The labor force consists of people who are employed and people who are unemployed 
but who are avaiiafate for work and are actively seeking jobs. 

Data are quarterly arid are plotted through the second quarter of 2016. 


since the end of the rece-ssion, have recently showTt signs 
of a foster increa.se. CBO e.stimates that rhe employmenc 
co,st index (ECI) for tho.se workers grew at an average 
annual rate of 2 percent during the 2010-2015 period 
but at an average annual rate of 2% percent during the 
first half of this year. The agency projects that the ECI for 
those workers will grow by more than 3 percent a year, on 
average, over the next several years (see Figure 2-9). The 
growth raie,s of other measures of compen.sation, such 
as the average hourly earnings of production and non- 
supervisory workers in private i:ndustrie.s, are similarly 
expected to increase.'^ 

CBO’s projcctioas of labor compensation are based on 
its projections of demand for workers, .slack in the labor 
market, productivity, and inflation. In the past, growth in 
labor compen.sarion has been among the last labor market 
indicators to recover after a recession, picking up only 
when little .slack is left in the tabor market. As slack 


17. An additional indicator of recent acceleratioti in wage ^wth 
corne.s ti'oiii the Federal Reserve Bank of Atlanta s Wage Growth 
Tracker, which mea.surcs the median change from year to year in 
the hourly wages recorded in, the Current Population Survey. 
Tivac indicaror show.s average wage growth of 3-3 percent in the 
first half of 2016. compared with 3.1 percent in 2015. See 
www.frbadanta-org'chcs/wage-growrh-tracker for more details. 


diminishes and firnts must increasingly compere for a 
shrinking pool of unemployed or underemployed work- 
ers, growth in hourly compensation will rise, in CBO’s 
assessment. 

Intlation 

CBO expects inflation to rise through 20 1 7. Diminishing 
slack in the economy will increase inflation, but widely 
held expeccat ion-s of low and stable inflation will restrain 
the increase. 

Thus year. CBO projects, the rate of inflation in the PCE 
price index will rise to 1.5 percent, up from 0,5 percent 
in 2015 (.see Figure 2-10). That increase reflects dimin- 
ishing slack and CBO’s foreca,st of higher prices for crude 
oil, which will boost prices for energy goods and services; 
working in the oppo.site direction is an increase in the 
value of the dollar in relation to other currencies, which 
will suppress inflation in the price of many imported 
goods. In 2017, the rate of inflation Is projected to rise to 
2.0 percent, the Federal Reser\'e\s longer-run goal. After 
2017, CBO expects the rate to remain at 2.0 percent. 
That projecciofi reflects CBO’.s judgment that consumers 
and businesses expect rhe Federal Reserve to adjust mone- 
tary policy to prevent inflation From deviating from its 
2 percent target for long. CBO has a similar projection 
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Figure 2-9. 

Hourly Labor Compensation 

Percentage Change 



CBO projects that reduced 
slack in the labor market, 
along with faster growth in 
productivity and prices, will 
boost the growth of hourly 
labor compensation. 


Source: Congressional Budget Office, using data from the Bureau of labor StatisUcs. 

Hourly labor compensation is measured by the employment cost index for the total compensation— wages, salaries, and employers' costs for employees' 
benefits— of workers in private industry. 

Data are annual. Percentage changes are measured from the fourth quarter of one calendar ye®" to the fourth quarter of the next. Actual data are plotted 
through 2015. 


for core PCE inflation, which excludes food and energy 
prices. In CBO’s forecast, that inflation rate reaches 
1.8 percent this year, 1.9 percent in 2017, and 2.0 percent 
in 2018, where it remains through 2020. 

The consumer price index for all urban consumers (CPI-U) 
and its core version are expected to increase a little more 
quickly than their PCE counterparts because of the differ- 
ent methods used to calculate them. CBC^ projects that the 
difference between inflation as measured by the CPl-U and 
inflation as measured by the PCE price index will gener- 
ally be about 0.4 percentage points per year, which is 
close to the average difference over the past several decades. 

The Economic Outlook for 2021 
Through 2026 

CBO’s projections of GDP, unemployment, inflation, 
and interest rates for 202 1 through 2026 — unlike its pro- 
jections for the next few years — are not based on forecasts 
of cyclical developments in the economy. Rather, they are 
based mainly on projections of underlying trends in key 
variables, such as the size of the labor force, the number 
of hours worked, capital investment, and productivity, 
CBO also considers the effects on those variables of the 
federal tax and spending policies specified in current law. 


CBO has made the following projections for the 2021- 

2026 period: 

■ Actual and potential real GDP grow at an average 
rate of roughly 2.0 percent per year. Real GDP stays 
one-half of one percent below real potential GDP, on 
average — as it has roughly been, on average, over the 
seven complete business cycles chat occurred between 
1961 and 2009.'® 

■ The unemployment rate remains stable at 4.9 percent, 
sli^dy above the estimated natural rate of 4.7 percent. 
That gap is consistent with the average gap between 
actual and potential GDP. 

■ Both overall inflation and core inflation average 
2.0 percent per year as measured by the PCE price 
index, and both are slightly higher as measured by 
the CPI-U. 

■ The interest rates for 3-month Treasury bills and 
10-year Treasury notes average 2.8 percent and 
3.6 percent, respectively. 


18. See Concessional Budget Office, Why CBO Projects That Actual 
Output Will Be Below Potential Output on Average (Februar>- 20 J 5), 
www.cbo.gov/publfcationi/49890. 
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Figure 2-10. 

Inflation 

Percentage Change in Prices 



CBO expects inffation to rise 
to the Federal Reserve’s goal 
of 2 percent next year— an 
expectation that is consistent 
with CBO’s projection of 
diminishing siack in the 
economy. 


Source: Congressional Budget Office, using data from the Bureau of Economic Analysis. 

The overall inflation rate is based on the price index for personal consumption expenditures; the core rate excludes prices for food and energy. 

Data are annual. Values from 2001 through 2015 {the thin lines) refiect revisions to the national income and product accounts that the Bureau of 
Economic Analysis released on July 29, 2016. Values from 2015 through 2026 (the thick lines) reflect the data available and projections made before 
July 29, Percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next. 


Potentiai Output 

Real output will grow more quickly during the 2021- 
2026 period than it has during the past decade, CBO 
expects, because the economy’s prcxlucrivity will grow 
more quickly and because business investment will be 
stronger. Nevertheless, slower growth in the nation’s sup- 
ply oflabor will probably keep economic growth weaker 
than it was during the 1980s, 1 990,s, and early 2000s. 

Growth in Potential Output Compared With Growth 
Since the Last Recession. For the 2021-2026 period, 
CBO expects potential output to grow by 2.0 percent per 
year, on average (see Table 2-3). Such growth would be 
fiister than the 1.5 percent per year estimated for the 
2008-2015 period. The main reason for the projected 
increa.se is that CBO expects potential labor force pro- 
ductivity (the ratio of potential GDP to the potential 
labor force) to accelerate. By contrast. CBO anticipates 
that the potential labor force will grow at almost exactly 
the same rate at which it grew from 2008 through 2015- 

In CBO's projections, the pickup in potential labor force 
productivity is concentrated in the nonfarm business 
sector, which accounts for about three-quarters of GDP, 
In particular, CBO expects growth in potential TFP in 


the nonfarm business .sector to quicken from its unusu- 
ally slow pace of 0.8 percent per year since 2008 
to 1.2 percent during the 2021-2026 period.''^ 

CBO also projects that capital services, which contribute 
to labor productivity and potential output, will grow 
more quickly than they did from 2008 tlirough 20 1 5- 
The growth of capital services in the nonfarm business 
sector has been restrained since 2008 because of weak 
investment, itself partly a response to the cyclical weak- 
ness of a^regate demand for goods and services. And in 
the long term, the growth of capital services generally 
depends on increases in TFP and hours worked, both 
of which have grown slowly since 2008. In CBO’s projec- 
tions, most of the increase in the growth of capital ser- 
vices between the 2008-201 5 period and the 2021-2026 
period comes from fe.ster growth in potential TFP. 


19. CBO projects chat by 2020, growtli in potential TFP will 
gradually return to a rate equal to the weighted average of the 
growth rates csriniated Inween 1991 and 2015- The projected 
rate for 2020 i,s slightly slower chan the unweighted average for 
the 1991-2015 period because CBO places more weight on the 
rdattvely .slow growth of TFP during tlie recession and recovery 
rfran on the fester growth rates of the 1990s and early 2000s. 



61 


CHAPTER PS'O 


UPDAIB TO raE BUDGET AND ECONOMIC OUTLOOK: 2«l6 TO 2026 


Table 2-3. 


Key inputs in CBO’s Projections of Potential GDP 


Percent 



Avera<ie Annual Growth 



{^ejected Average 
Annual Growth 


1950- 

1973 

1974- 

1981 

1982- 

1990 

1991- 

2001 

2002- 

2007 

2008- 

»>15 

Total, 

1950- 

2015 

2016- 

2020 

2021- 

2026 

Total, 

2016- 

2026 

Potential GDP 

4.0 

3.2 

3.2 

3.2 

Overall Economy 

2.5 1.5 

3.2 

1,7 

2.0 

1.8 

Potential Labor Force 

1.6 

2.5 

1.6 

1.2 

1.0 

0.5 

1.5 

0,4 

0.5 

0.5 

Potential Labor Force Productivity^ 

2.4 

0.7 

1.6 

2.0 

1.5 

0,9 

1.7 

1.3 

1.4 

1.4 

Potential Output 

4.1 

3.6 

3.4 

Non^rm Business Sector 

3.7 2.8 1,7 3.4 

1,9 

2,3 

2,1 

Potential Hours Woiiced 

1.4 

2.3 

1.6 

1.4 

0.3 

0.5 

1.3 

0.3 

0,5 

0.4 

Capita! Services 

3-8 

3.8 

3.5 

3.8 

2,8 

1.7 

3,4 

2.3 

2.1 

2.2 

Potential TFP 

1.9 

1.0 

1.1 

1.4 

1.7 

0.8 

1,4 

0,9 

1.2 

1.1 

Potential TFP excluding adjustments 

1.9 

1.0 

1.1 

1.4 

1.3 

0.8 

1.4 

0,9 

1.2 

1.1 

Adjustments to ITP (Percentage points)” 

0 

0 

0 

0.1 

0.4 

0 

0.1 

' 

* 


Contributions to the Growth of Potential Output 
(Percentage points) 

Potential hours worked 

0.9 

1.5 

1.0 

0.9 

0.2 

0,3 

0.9 

0.2 

0,3 

0.3 

Capital services 

1.2 

1.2 

1.2 

1.3 

1,0 

0,6 

1,1 

0.8 

0.7 

0.8 

Potential TFP 

1.9 

1.0 

1.1 

1.4 

1.7 

0.8 

1,4 

0.9 

1.2 

1.1 












Total Contributions 

4.0 

3.7 

3.4 

3.6 

2.9 

1.7 

3.4 

1.9 

2.3 

2.1 

Potential Labor Productivity' 

2.6 

1.3 

1.8 

2.3 

2.6 

1.2 

2.1 

1,6 

1.8 

1.7 


Source: Congressional Budget Office. 

Potential GDP is CBO’s estimate of the maximum sustainable output of the economy. 

GDP = gross domestic product: TTP = total factor productivity; * = between -0.05 percentage points and zero. 

a. The ratio of potential GOP to the potential labor force. 

b. The adjustments reflect CBO's estimate of the unusually rapid growth of TFP between 2001 and 2003, as well as changes in tite labor force’s average 
level of education and experience. 

c. The ratio of potential output to potential hours worked in the nonfarm business sector. 


Nonetheless, the projections of the potential labor force, 
capital services, and potential TFP are dampened because 
of lingering effects of the recession and slow recovery. 

Because of chose factors, CBO expects potential tabor 
force productivity for the economy as a whole to pick up 
to 1.4 percent. That growth rate is substantially higher 
than the 0.9 percent average rate that CBO estimates for 
the 2008-2015 period. 

Growth in Potential Output Compared With Growth in 
Previous Business Cycles. Even though CBO’s projection 
of the growth of potential output over the 2021-2026 
period represents an acceleration, it is a full percentage 


point slower chan the estimated 3.0 percent average 
annual growth that the economy experienced between 
1 98 i and 2007. Most of that difference reflects the 
slower growth of the potential labor force, which will 
result mainly from the ongoing retirement of baby boom- 
ers and from a relatively stable labor force participation 
rate among working-age women. (That rate increased 
sharply from the 1960s to the mid-1990s.) Federal tax 
and spending policies set in current law are also projected 
to cause some people to work less than in earlier decades 
(see “The Labor Market” below). The rest of the differ- 
ence between the growth of potential output projected 
for the 2021-2026 period and the growth seen between 
1981 and 2007 results from a slower increa,se in potential 


S3 
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labor force productivity (which averaged 1.7 percent from 
1981 to 2007). That slowdown is attributable mainly 
to two further projections of CBO's; slower growth of 
capital servdees and slower potential TFP growth in the 
nonfarm business sector. Those projections mainly 
reflect CBO’s projection of greater federal borrowing, 
which would crowd out some private investment, and the 
agency’s expectation chat some of the vety slow growth of 
TFP since the 2007-2009 recession will persist. 

The Labor Market 

In CBO’s projections, the unemployment rate follows its 
long-term relationship with the natural rate of unemploy- 
ment. Specifically, the unemployment rate fells from 
5.0 percent in the first quarter of 2020 to 4.9 percent in 
the fourth quarter of 2026 — roughly a quarter of a per- 
centage point higher than the natural rate of 4.7 percent."” 
The natural rate also declines slightly over that period, 
reflecting the shift in the composition of the workforce 
toward older workers, who tend to have lower unemploy- 
ment rates, and away from less educated workers, who 
tend to have higher ones. 

CBO projects a potential rate of labor force participation 
of 60,3 percent in 2026. That rate is about 1 percentage 
point lower than what the agency projects for 2021 and 
about 5*/2 percentage points lower than the estimated rate 
at the end of 2007. CBO attributes roughly 4‘/2 percentage 
points of the decline between 2007 and 2026 to the aging 
of the population (because older people tend to partici- 
pate les.s in the labor force than younger ones do) and to 
the reduced participation of less skilled workers, and one- 
quarter of a percentage point to the fact that some work- 
ers withdrew from the labor force in response to the 
recent recession and slow recovery. I'he rest of the pro- 
jected decline in potential labor force participation stems 
from the Affordable Care Act and the structure of the tax 
code, both of which reduce workers’ incentive to supply 
labor. CBO projects that employment as a percentage of 
the population will fall to 57 percent in 2026, reflecting 
that decline in the potential labor force participation rate. 

Real compensation per hour in the nonferm business 
sector, a measure of labor costs that is a useful gauge of 
longer-term trend.s, will grow' at an average annua! raK 
of 1.9 percent between 2021 and 2026, CBO projects. 


20. The projected gap between the unemployment rate and the 
natural rate corresponds to the projected gap benveen output 
and potential output. 


AUGUST 2016 

That projection is consistent with the agency’s projection 
that the annual grow’th of labor productivity in that sec- 
tor will average 1.8 percent over that period, reflecting 
the close historical relationship between productivity 
growth and real compensation growth. Although that 
relationship broke down in the early 2000s, when real 
compensation per hour grew more slowly than productiv- 
ity, in recent years the two have grown at similar rates, 
suggesting that the relationship has been largely restored. 
CBO expects that it will be maintained in the future. 
Another measure of hourly labor compensation, the F.CI 
for workers in private industry, shows a similar pattern in 
the agency’s projections. 

inflation 

In CBO's projections, inflation as measured by the overall 
PCE and the core PCE price indexes averages 2.0 percent 
per year over the 202 1—2026 period. That rate is consis- 
tent with the Federal Re.scrve’s longer-run goal and is 
broadly in line with widely held expeccation.s. As mea- 
sured by the CPI-U and the core CPI-U, projected infla- 
tion is higher during that period, at 2.4 percent and 
2.3 percent per year, respectively. The CPI-U and the 
core CPI-U have grown at similar rates, on average, over 
long periods. But from 202 1 through 2026, CBO expects 
energy prices to rise slightly more quickly than other 
prices, making the CPI-U grow more quickly than the 
core CPl-U. on average- 

interest Rates 

CBO projects that the interest rates on 3-month 
Treasury bills and 10-year Treasury notes will average 
2.8 percent and 3.6 percent, respectively, throughout the 
2021-2026 period. The federal funds rate is projected to 
be 3-1 percent. 

The projected real interest rate on 10-year Treasury 
notes — that is, after the effect of expected inflation (as 
measured by the CPI-U) is removed — equals 1.2 per- 
cent between 2021 and 2026. That rate would be well 
above the current real rate but well below the average 
real rate of 2.9 percent between 1990 and 2007. CBO 
uses that period for comparison because it featured 
fairly stable expectations of inflation and no severe 
economic downturns or financial crises. 

According to CBO’s analysis, average real interest rate.s on 
Treasury securities will be lower than they used to be for 
several reasons, including slower growth in the labor force 
and slightly slower growth of productivity, both of which 
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will reduce the race of return on capital. Furthermore, a 
greater share of total income is expected to go to high- 
income households, which will increase saving and make 
more funds available for borrowing. The premium on 
risky assets is expected to be higher than its average from 
1990 to 2007 — boosting relative demand forTreasury 
securities, increasing their prices, and thereby lowering 
their interest rates. And net inflows of capital from other 
countries, measured as a percentage of GDP, are also 
expected to be higher, making more funds available for 
borrowing. 

CBO expeers the term premium — the extra return paid 
to bondholders for the added risk associated with holding 
long-ternr bonds — to be smaller from 202 1 through 
2026, on average, than it was before the late 1990s. Over 
the past two decades, the prices of long-term Treasury secu- 
rities and of risky assets in the United States have moved in 
opposite directions. In other words, periods with wedeer 
economic growth and lower returns in the stock market 
have been associated with increases in the prices of Trea- 
sury securities, which was not the case before the early 
2000s. As a result, investors crying to protect themsdlve.s 
from adverse economic surprises may demand long-term 
Treasury securities to a greater degree than they used to. A 
related factor pushing down the term premium is that 
investors may have increased their demand for financial 
as.sets, such as long-term Treasury securities, that can pro- 
tect them from unexpectedly low inflation. Altogether, 
CBO anticipates, that greater demand for long-term 
Treasury securities will result in a term premium and 
long-term interest races that are lower than they were 
before the lace 1990s. 

Other factors are projected to push real interest rates up 
from their earlier average, but not by enough to offset the 
factors pushing rates down. Federal debt is projected to 
grow as a percentage of GDP. increasing the supply of 
Treasury securities. The country’s ratio of older people, 
who will be drawing down their savings, to younger 
workers in their prime saving years will be higher than it 
was before; that will decrease saving, thereby making 
fewer funds available for borrowing. And a larger shie of 
income will come from capital, increasing returns on cap- 
ital assets with which Treasury securities compete.^' 

In addition to considering those factors, CBO relies on 
information from financial markets when it projeas 
interest rates over the long term, and incorporating that 
information has tended to reduce the agency’s projections 
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in recent years. For example, the current interest rate on 
long-term Treasury securities is determined by investors’ 
expectations of interest rates on shorter-term securities 
several years into the future. Prices in financial markets 
indicate that investors expect short-term interest races to 
rise only gradually over the next several years, possibly 
because th^ expect certain forces putting downward 
pressure on interest rates in the United States to persist 
over the next decade. One force is weakness in global 
financial and monetary conditions, which has resulted in 
a flight to low-risk securities and currencies, especially 
U.S. Treasury securities. A second force is low interest 
rates on foreign assets, which push down rates on U.S. 
assets that can be substituted for them. Finally, investors 
may have concluded that obstacles to U.S. economic 
growth will persist, requiring the Federal Reserve to keep 
short-term interest rates extraordinarily low. As a result, 

CBO’s projections of long-term rates are lower than they 
would have been otherwise. 

Projections of Income From 2016 
Through 2026 

Economic activity and tax revenues depend on aggregate 
income — the total amount of income in the economy — 
and on its distribution among various categories, such as 
labor income, domestic economic profits, proprietors’ 
income, and interest and dividend income. CBO there- 
fore projects income in those categories over the next 
10 years, estimating each category’s share of gross domestic 
income (GDI, the income earned in the production of 
GDP).^^ The categories of income chat affect revenues 
most strongly arc labor income (especially wage and 
salary payments) and domestic economic profirs.^^ 


2 1 . For a more detailed discussion of the fectors affecting future 
interest races, see Congressional Budget Office, The 2016 Long- 
Term Budget Outlook 0u!}' 2016), pp. 100-10.?, www, cbo.gov/ 
publication/5 1 580. 

22. In principle, GDI equals GDP because each dollar of production 
yields a dollar of income; in practice, they differ because of 
difficulties in measuring both quantities. 

23. Calculating domestic economic profits involves adjusting estimates 
of corporations’ domestic profits to remove distortions in 
dq>reciarion allowances caused by rax rules and to exclude the 
effects of inflation on the value of inventories. Estimates of 
domestic economic profits exclude certain income of U.S.-based 
multinational corporations that is derived from foreign sources, 
most of which does not generate corporate income tax receipts in 
the United States. 
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Figure 2-11. 

Labor income 

Percentage of Gross Domestic income 
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CBO expects labor’s share 
of income to rise but remain 
beiov^ its 1980-2007 
average. 


0 i i ^ i ^ i 5 ij j — — = 

1981 1986 19S1 1996 2001 2006 2011 2016 2021 2026 


Source; Congressional BuOget Office, using data from the Bureau of Economic Analysis- 

Labor income Is the sum of employees’ compensation and CBO’s esUmate of proprietors' income that is attributable to labor. Gross domestic income 
is all income earned in the production of gross domestic product. For further discussion of labor's share of income, see Congressional Budget Office, 
How CBO Projects Income {July 2013}, wvyw.cbo.Qov.^pub!icatior?/44433. 

Data are annual. Values from 1981 through 2015 (the thin line) reflect revisions to the national income and oroduct accounts that the Bureau of Economic 
Analysis released on July 29, 2016. Values from 2015 through 2026 (the thick line) reflect the data available and projections made before July 29, 


In CBO’s projections, labor income gtx)w,s more quickly 
than other kinds of income through 2020, increa,sing its 
.share of GDI from 57.7 percent in 201 5 to 59.1 }>ercent 
in 2020 (see Figure 2-11), That will happen for two rea- 
sons, CBO expect-s: F,mployment will rise, and compen- 
sation per hour will grow more quickly as slack in the 
labor market dissipates. As a result, the bargaining power 
of workers will improve, and the share of income that 
goes to corporate profits will, be smaller. Later in the pro- 
jection period, however, the growth of hourly compens;!- 
tion is projected to slow slightly, which will stem further 
rises in labor’s share of GDI. 

Despite the projected growth of labor’.s share of GDI, 
CBO expects some factors chat have depressed that share 
since 2000 to continue during the coming decade. As a 
result, in CBO’s projections, labor’s share of GDI does 
not return to its 1 980-2007 average of nearly 60 percent. 
One such factor is globalization, which has tended to 
move the production of labor-intensive goods and ser- 
vices to countries with labor costs that are lower than 
those in the United State,s. Another Factor is technological 
change, which may have increased returns to capital more 
than returns to labor. 


CBO projects that domestic economic profits, which 
equaled 9.3 percent of GDI in 2015, will fall to 7.4 per- 
cent in 2026. Over me next several yeans, that decline is 
expected to occur largely because of a pickup in the 
growth of labor compensation but also because of an 
increase in corporate interest payments (the result of ris- 
ing interest rates) and an increase in rhe income of .sole 
proprietorships and partnerships. In CBO’s projections, 
while labor',s share ofGDI ri.ses and domc.stic economic 
profits fall as a percentage of GDI, the sum of ail catego- 
ries of income grows less rapidly than output, reversing a 
trend seen since 2000 and making GDI equal to GDP by 
the second half of the projection period, 

Another measure of overall income, real gros.s national 
product (GNP), is projected to grow at an average rate of 
1.9 percent per year between 2016 and 2026. Unlike the 
more commonly cited GDP, GNP includes income that 
U.S. residents earn abroad and excludes income that for- 
eigners earn in this country. GNP is therefore a better 
meiLsure than GDP of the resources available to U.S. 
households. 
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Some Uncertainties in the Economic Outlook 

Even if no significant changes were made to the federal 
policies specified in current law, economic outcomes 
would undoubtedly differ from CBO’s projections. The 
agency therefore constructs its projections so that they feU 
in the middle of the distribution of possible outcomes, 
given current law and the economic data that are avail- 
able. The economy will inevitably fluctuate, but CBO 
expects periods of weak and strong economic growth to 
balance out, on average, in a way that is consistent with 
its projections over the next 10 years. 

If is possible, however, that periods of weak and 
strong economic growth will not balance out, particu- 
larly in a given !0-year period. If a prolonged period of 
slower-chan-projected growth was not offset by a period 
of faster-than-projected growth, CBO’s projections of 
growth over the entire lO-year projection period would 
probably turn out to be too high; so would its projections 
of interest rates and inflation, in all likelihood. Similarly, 
if a prolonged period of scronger-than-projected growth 
was not offset by a period of weaker-than-projected 
growth, CBO’s 10-year projections of growth, interest 
rates, and inflation would probably turn out to be too 
low. CBO's projections for 2016 through 2020 and its 
projections for 2021 through 2026 are uncertain for 
different reasons. 

Uncertainty From 2016 Through 2020 

Over the next five years, many developments — such as 
unforeseen changes in the labor market, the housing 
market, business confidence, or international condi- 
tions-— could make economic growth and other variables 
differ considerably from what CBO has projected. On 
the one hand, the agency’s current forecast of employ- 
ment and output for the 2016-2020 period may be coo 
pessimistic. For example, firms might rc.spond to the 
expected increase in aggregate demand for goods and ser- 
vices with more robust hiring and investment than CBO 
anticipates. If so, the unemployment rate could fall more 
sharply and inflationary pressures could rise more quickly 
than CBO projects. In addition, a greater-chan-expected 
easing of borrowing constraints in mortgage markets 
could support more rapid growth of the number of 
households and residential investment than CBO antici- 
pates, accelerating the housing market’s recovery and fur- 
ther boosting house prices. Households’ increa.sed wealth 
coaid then buttress consumer spending, raising GDP. 
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On the other hand, CBO’s forecast for 20 1 6 through 
2020 may be too optimistic. For example, if the increased 
tightne^ of labor markets does not lead to increases in 
hourly wages and benefits, household income and con- 
sumer spending could grow more slowly than CBO 
anticipates. A decline in the rate of economic growth in 
China could weaken the U.vS. economy by disrupting the 
international financial system and reducing global eco- 
nomic growth; so could increased uncertainty in the 
United Kangdom and the European Union as a result of 
the former’s vote to leave the latter. 

In addition, there is a possibility that the economy will 
enter a recession in the next few years because of those 
developments or others. The current economic expansion 
has lasted 7 years — longer than the average expansion 
(about 5 years) in the previous 1 1 business cycles, a series 
chat began in 1945. Over the past 30 years, expansions 
that have lasted at least 6 years and that are characterized 
by a relatively low unemployment rate, as the current 
expansion ts, have tended to fall into recession within 
2 years. However, the duration of economic expansions 
has varied greatly. And although the longest expansion 
over the previous 1 1 business cycles has been 10 years, no 
statistical evidence suggests that the length of an expan- 
sion alone causes the economy to enter a recession. Some 
recent indicators, such as a slowdown in the growth of 
investment spending and a narrowing of the spread 
between long-term and short-term interest rates, point to 
a slightly elevated (but still low) risk of recession, while 
others, such as the growth of nonfarm payroll employ- 
ment, surest that the risk of recession has not increased. 

To roughly quantify the degree of uncertainty in its pro- 
jections for the next five years, CBO analyzed its past 
forecast errors for the growth race of real GDP over 
five-year periods sinc» 1 976. Those errors have a standard 
deviation of 1.3 percentage points.^^ Thus, in CBO’s 
view, there is a two-thirds chance that the average growth 
rate of real GDP will be between 0.7 percent and 3.2 per- 
cent over the next five years (see Figure 2-12). Similarly, 

CBO’s forecast errors for inflation over five-year periods 
(as measured by the CPI-U) have a standard deviation 
of 1.5 percentage points, which suggests that there is a 


24. For more on the inherent uncerrainry underlying economic 
forecasts, sec Congressional Budget Office, CBO’i Economic 
Forecasting Record: 2015 Update {¥c\>mcir/ 2015), w-ww-cbo-gov/ 
publicaoon/4989 i . 
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Figure 2-12. 

The Uncertainty of CBO’s Projection of Real GDP 

Tt llions of 2009 Ooilfl-s 


20 r 



1980 1989 1990 1995 2000 2005 2010 2015 2020 


in CBO's baseline projections, 
real GOP grows at an average 
annual rate ot 2,0 percent over 
the 2016-2020 period— but 
there is a two-thirds chance 
that the growth will be between 
0.7 percent and 3.2 percent. 


Sources: Congressional Budget Office; Bureau of Economic Analysis. 

The shaded area around CBO’s baseline projection of real GDP (that is, nominal GDP adjusted to remove the effects of inflation) is one way of Illustrating 
the uncertainty of that projection. The area is based on the errors in CBO's one-year through five-year projections from 1976 through 2015. To construct 
the area, CBO used values that were one standard deviation above and below its baseline projection for each of the years from 2016 through 2020, In 
other words, there Is a two-thirds chance that real GDP will turn out to be within that area in each year. 

Data are annual. Values from 1980 through 2015 (the thin line) reflect revisions to die national income and product accounts that the Bureau of Economic 
Analysis released on July 29. 2016. Values from 2015 through 2020 (the thick line) reflect the data available and projections made before July 29. 

GDP = gross domestic product. 


rwo-thirds chance that inflation will average between 
0.6 percent and 3.6 percent over the next five yeans. 

Uncertainty From 2021 Through 2026 
The factors that will determine the economy’.s output 
later in the coming decade are also uncertain. For exam- 
ple, if the labor force grew more quickly than expeaed — 
.say, becau.se older workers chose ro .stay in the labor force 
longer than expected — the economy could grow con.sid- 
erably more quickly than it does in CBO’s projections. 
The natural rate of unemployment could be lower than 
expected, or productivity could grow more rapidly; those 
developments would likewise make the economy grow 
more quickly. By contra.st, the economy could grow more 
slowly than expected — for instance, if the growth rate of 
labor productivity did not increase from its po.strecession 
level, as it does in CBO's projections. 

The recent rise in income inequality' adds ro uncertainty 
about output. Economists’ findings about how income 
inequality affects economic growth have been mixed: 


.Some siudie.s conclude that it raises growth, others that it 
slows grow'th. and still others that it has no effect. Econo- 
mise continue to .study the issue, and CBO will update 
its analysis if re.search yields a more definitive conclusion. 
In the meantime, CBO’s projections include effects of 
income inequ-ality only implicitly — that is, ro whatever 
extent past changc.s in inequality have affected economic 
growth. 

Comparison With CBO’s 
January 2016 Projections 

In two important respects, CBO’.s current economic pro- 
jections differ from chose that it issued in January 2016 
(see [able 2-4). First, CBO expects real GDP and real 
potential GDP in 2026 to be 1.6 percent lower than was 
projected in Januaty. Second, CBO expects interest rates in 
2026 to be lower than previously projected — short-term 
rates by 0.4 percentage points and long-term rates by 
0.5 percentage points. Other changes to CBO’s projections 
are modest. 
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Table 2-4. 


Comparison of CBO’s Current and Previous Economic Projections for Calendar Years 2016 Through 2026 



2016 

2017 

2018 

2016-2020 

Annua! Average 
2021-2026 

201&-2026 



Percentage Change From Fourth Quarter to Fourth Quarter 


Rea! GDP® 

August 2016 

2.0 

2.4 

2.1 

1.9 

2.0 

2.0 

January 2016 

2.7 

2.5 

2.1 

2.2 

2.0 

2.1 

Nominal GDP 

August 2016 

3.5 

4.3 

3.9 

3.8 

4,0 

3.9 

January 2016 

4.3 

4.4 

4.0 

4.1 

4,1 

4.1 

PCE Price index 

August 2016 

1,5 

2.0 

2.0 

1,9 

2.0 

1.9 

January 2016 

1,5 

2.0 

2.0 

1,9 

2.0 

1-9 

Core PCE Price Index'’ 

August 2016 

1,8 

1.9 

2.0 

1.9 

2,0 

2.0 

January 2016 

1.6 

1.9 

2.0 

1.9 

2.0 

1.9 

Consumer Price index' 

August 2016 

1.8 

2.3 

2.3 

2.2 

2.4 

2,3 

January 2016 

1,7 

2.4 

2.4 

2.3 

2.4 

2,3 

Core Consumer Price Index® 

August 2016 

2.3 

2.2 

2.3 

2.3 

2.3 

2.3 

January 2016 

2.0 

2,2 

2.3 

2.2 

2.3 

2.3 

GDP Price Index 

August 2016 

1.5 

1.8 

1.8 

1.8 

2.0 

1.9 

January 2016 

1.6 

1.9 

1.9 

1.9 

2.0 

2.0 

Employment Cost Index® 

August 2016 

2.8 

3.1 

3.3 

3.1 

3.1 

3.1 

January 2016 

2.9 

3.3 

3.4 

3.2 

3.2 

3.2 

Real Potential GDP 

August 2016 

1.5 

1.6 

1.7 

1.7 

2.0 

1.8 

January 2016 

1.6 

1,7 

1.9 1,9 

Annual Average 

2.0 

2,0 

Unemployment Rate (Percent) 

August 2016 

4,8 

4,5 

4.6 

4.7 

4.9 

4.8 

January 2016 

4.7 

4.4 

4,6 

4.7 

5.0 

4.9 

Interest Rates (Percent) 

Three-mondt Treasury bills 

August 2016 

0,3 

0.7 

1.4 

1.5 

2.8 

2.2 

January 2016 

0.7 

1.6 

2.5 

2.3 

3.2 

2.8 

Ten-year Treasury notes 

August 2016 

1.8 

2.3 

2.8 

2.7 

3.6 

3.2 

January 2016 

2.8 

3.5 

3.8 

3.7 

4.1 

3,9 

Tax Bases (Percentage of GDP) 

Wages and salaries 

August 2016 

44.3 

44,4 

44.4 

44.3 

44.3 

44.3 

January 2016 

43.9 

43.9 

43.9 

43.9 

43.9 

43.9 

Domestic economic profits 

August 2016 

8,7 

8.4 

8.2 

8.1 

7.3 

7.7 

January 2016 

8.7 

8.6 

8,3 

8,3 

7.5 

7.8 


Source: Congressional Budget Office. 


6DP ' gross domestic product; PCE = personal consumption expenditures. 

a. Nominal GOP adjusted to remove the effects of inflation. 

b. Excludes prices for food and errergy. 

c. The consumer price index for all urban consumers, 

d. The employment cost index for wages and salaries of woricers in {Mivate industries. 
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Revisions to Projected Output 

CBO’s lower estimates of economic output reflect new 
economic data, analysis, and developments that occurred 
between late December 2015 {when the agency completed 
its Januar)'- forecast) and early July 2016 (when the ^ency 
completed its current forecast). I'he largest revision was to 
CBO’s estimate of potential output during the 2016-2026 
period. The agency also lowered its estimate of output 
grovsTh over the next few years. 

Growth in Potential Output. In CBO's current projec- 
tions, the growth of real potential GDP is about 0. 1 per- 
centage point per year lower, on average, than it was 
in the January projections. The downward revision 
stemmed from slower projected growth in the potential 
labor force (which is discussed below in “Revisions to 
Labor Market Projections”), in potential TFP, and in 
capita! services in the nonfarm business sector. 

CBO still expects potential TFP growth in the nonfarm 
business sector to quicken from its unusually slow pace 
of 0.8 percent since 2008, but the ^ncy now expects it 
CO reach an average pace of about 1.2 percent per year 
during the 2021-2026 period, down from the nearly 
1 .4 percent that was projected in January. Over the entire 
2016-2026 period, CBO now projects that potential 
TFP will grow at an annual average rate of 1 . 1 percent, 
down from the previous projection of 1.2 percent. 

Most of the revision to potentival TFP reflects newly 
released data that indicate significantly weaker growth 
during late 2015 and early 2016 chan CBO had previ- 
ously expected. As a result, CBO now projects that TFP 
growth will begin to recover later, and end up lower, than 
it projected in January. 

In addition, CBO made two changes to its method of esti- 
mating potential output chat had a modest effect on pro- 
jected potential TFP. First, to estimate underlying trends 
in key economic variables — that is, trends excluding the 
effects of business cycle fluctuations — CBO now uses its 
primary measure of labor market slack, the employment 
.shortfall, rather than the difference between the actual and 
natural rate.s of unemployment. That change su^ests 
slightly slower growth of potential TFP. Second, CBO 
reassessed the relative contributions of labor and capital 
services to output to make them more consistent with 
recent trends and the estimates of other leading re.searchers. 
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That change likewise .suggests that potential TFP will 
grow less than CBO expected in January'. 

CBO made several changes that lowered its projection of 
capital services, on net. One, the slower projected growth 
in potential FFP. reduced estimated demand for capital 
goods and hence the growth of capital services. That 
effect is responsible for much of the decline since January 
in the projected grow'th of capital services over the 2021- 
2026 period. Another change also slightly reduced the 
projected growth of capital services — modestly lower 
projected growth in the potential number of hours 
worked in the nonfarm business sector. Two further 
changes chat affect capital services offset each other. CBO 
projects more federal borrowing than it did in January, 
which would crowd out fund,s available for private invest- 
ment and thus dampen the growth of capital .services; but 
it also projects le.ss demand for investment overseas, 
which would lead to more net inflows of foreign financial 
capital to the United States, offsetting the crowding-out 
effect on private investmertt of the increased federal 
borrowing. 

Growth in Output From 2016 to 2020. Surprisingly 
weak growth in output since late 20 1 5 led CBO to reas- 
sess the economy's underlying momentum. As a result, 
the agency reduced its projections of growth in output 
over the next few years. CBO currently projects that 
real GDP will grow by 1 .9 percent per year, on average, 
from 2016 through 2020; in January, the projection was 
2.2 percent. That change reflects a downward revision 
to the average projected growth rare of consumer spend- 
ing over the period, a revision that was made because 
CBO now expcct.s income to grow more slowly over 
the next few years than it did in January, Furthermore, 
business fixed investment has grown at a surprisingly 
weak pace in recent quarters, which has contributed to a 
lower projection for the growth of investment during 
this year. CBO also revised upward its projections of net 
exports for the 2016-2020 period, but that revision was 
not large enough to offset the other reductions; in fact, 
it was mainly attributable to the downward revision in 
GDP growth, which slows projected growth in demand 
for imports.'^ And CBO slightly revised upward the 


25. CBO also accounted For the L.'iiited Kingdom's vote to leave the 
European Union, which i.s expected to affect net exports in the 
United States through an expected strengthening of the dollar 
over the next few quarters. The effect is projected to be slight, 
however. 
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Figure 2-13. 

Expectations in the Futures Market for the Federal Funds Rate 

Percent 


1.0 


0.5 


Ra^ Expected During d)e 
Fourth Quarter of 2015 



Participants in the futures 
market for the federal funds rate 
have reduced their expectations 
for that rate since the fourth 
quarter of 2015. 


Third Quarter First Quarter First Quarter 

2016 2017 2018 

Source: Congressional Budget Office, using data from Bloomberg. 

The federal funds rate is the interest rate that financial institutions charge each other for overnight loans of their monetary reserves. 
Data are quarterly averages derived from montiily futures prices. 


projected growth of government consumption and 
investment over the 2016-2020 period. 

Revisions to Profected Interest Rates 

CBO anticipates chat interest rates will be significantly 
lower, on average, over the coming decade than it pro- 
jected in January. In CBO’s projections for 2016 through 
2020, the interest rate on 3-month Treasury bills is 
0.8 percentage points lower, on average, than it was in 
January, and the rate on 10-year Treasury notes (which Ls 
partly determined by the expected future rates for 3-month 
bills) is 1 percentage point lower, on average. From 2021 
through 2026, the projections of those two rates are 
0.4 percentage points lower and 0.5 percentage points 
lower, on average, than they were in January. 

The revisions for the 2016-2020 period reflect recent 
economic data and events that point to slower domestic 
and foreign GDP growth than was expected in January. 
The growth of real U.S. GDP during the first half of 
2016 was slower than CBO and many analy,sts had 
expected. That slower growth, coupled with uncertainty 
about the effects of the United Kingdom s vote to leave 
the European Union, led CBO to expect that the Federal 
Reserve would raise the federal funds rate more slowly 
than projected in January. Probably for similar reasons, 


participants in the market for federal funds futures have 
substantially reduced their expectations for the rise in the 
federal funds rate as well (see Figure 2-13). Federal 
Reserve officials and private-sector forecasters have also 
lowered their projections of the federal funds rate. 

As a result of its revision to the projected federal funds 
rate, CBO revised downward its projections for the 
interest rates on 3-month Treasury bills and, to a .smaller 
degree, on 10-year Trea,sury notes over the next several 
years. In addition, CBO considered the impact of low 
foreign interest rates, which have made U.S. Treasury 
securities an attractive inve,stmen t to a greater degree than 
CBO projected in January. CBO expects that added 
demand to dampen the rise in interest races through 
2020. 

The revisions for the 2021-2026 period primarily reflect 
upward revisions to the agency’s projections of tw'o of the 
factors that affect interest rates over the longer run — the 
added return that investors require for holding risky 
assets, and net infiows of capital from other countries. In 
CBO’s assessment, a higher-than-expecced premium on. 
risky assets has partly accounted for the surprisingly low 
rate of interest so far this year: When that premium is 
high, it increases relative demand for Treasury securities. 


61 
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boosting their prices and thereby lowering their interest 
rates. The agency anticipates that the hi^er-than- 
expected premium will persist to some extent through 
2026. CBO’s higher projection of net inflows ofcapiml 
from other countries {measured as a percentage of GDP) 
is the result of the agency’s expectation that foreigii econ- 
omies will grow more slowly than was projected in Janu- 
ary. Larger net inflows of capital would make more funds 
available for borrowing and thus reduce interest rates in 
the United States. 

In addition to lowering its projections of short-term and 
long-term interest rates, CBO lowered its projeaion of 
the term premium. The term premium during the 2021- 
2026 period, calculated as the difference between the 
10-year rate and the 3-month rate, fell from 0.9 percent- 
age points in CBO’s January forecast to 0.8 percentage 
points in the current projection. That downward revision 
was based on an analysis of the relationship over the past 
two decades between rates of return on Treasury securities 
and rates of return on equities in the United S»tcs, as 
well as on an analj^is of the feciors underlying the sur- 
prisingly low level of interest rates since January. As in 
January, CBO expects some of the faaors currently sup- 
pressing the term premium to dissipate over the 2016- 
2020 period, but it does not expect the term premium 
CO reach the levels that it achieved before the late 1990s. 
That is mainly because CBO expects investors to keep 
wanting Treasury securities as protection against adverse 
economic outcomes and unexpectedly low inflation. 

CBO expects those factors to lead to greater demand for 
long-term .securities than it did in January. 

Revisions to Labor Market Projections 

Since January, CBO has low'ered its projections of the 
labor force participation rate, and consequently of the 
size of the labor force, for most of the years through 
2026. For the next two years, however, CBO projects that 
the labor force participation rate will be about two-tenths 
of a percentage point higher than was projected in January. 
That upward revision reflects recently released data show- 
ing that participation was slightly higher than CBO pro- 
jected earlier in the year; CBO expects the recent uptick 
to persist for the next two years. After 2018, however, 
CBO s projection of the labor force participation rate ts 
roughly one-third of a percentage point lower than it was 
in January. That change is due to a downward revision to 
the estimated potential labor force participation rate over 


that period: After reas.sessing trends, CBO revised down- 
ward the expected long-term participation of less educated 
workers and young workers. 

CBO’s current projection of the unemployment rate 
between 2021 and 2026 is slightly lower than it was in 
January, the result of a downward revision to the natural 
raK of unemployment from 2015 through 2026. That 
revision, in turn, was made after CBO more carefully 
assttsed how demographic trends have affected that rate. 
The share of younger workers in the working-age popula- 
tion has declined over the past two decades; less educated 
workers have been participating in the labor market at 
lower rates; and younger workers and less educated work- 
ers are more likely to be unemployed than older workers 
and workers with more education. CBO expects those 
trends to persist over the next decade. Con.sequently, 
the agency has reduced its estimate of the economywide 
natural rate of unemployment by one-tenth of a percent- 
age point from 20 1 5 through 2026, so that the rate 
reaches 4,7 percent in 2026. That revision led CBO to 
lower its estimate of the unemployment rate in 2026 
from 5.0 percent to 4.9 percent. 

CBO s current projection of growth in nonfarm payroll 
employment during most of the 2016-2026 period is 
lower than it was in January. That revision results in 
modestly lower projected growth in the potential number 
of hours worked in the nonfarm business sector. The 
revision stems from the downward revision in projected 
GDP growth, because slower growth in GDP Implies 
slower growth in demand for labor and employment. 

Revisions to Projected Inflation 

CBO projects that consumer price inflation through 
2026 will be very similar to what was projected in 
January. Core inflation is expected to be slightly higher 
in 2016 than it was in CBO’s January projection, largely 
because of fester expected growth in housing costs 
throughout the year. However, the current projection of 
overall inflation in consumer prices in 2016 is roughly 
the same as the one in the January forecast, because lower 
projections of food and energy prices offset the higher 
projection of housing costs. Inflation as measured by the 
GDP price index is expected to be slightly lower in the 
second half of 20 16, in 2017, and in 2018 than CBO 
expected in January, largely because of iower-than-expected 
growth in the price of U.S. exports. CBO’s projections of 
inflation in later years have changed little since Januar)^ 
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Comparison With Other 
Economic Projections 

The agency’s projections of the growth of real GDP, 
the unemployment rate, inflation, and interest rates m 
2016 and 2017 are generally similar to the Blue Chip 
consensus — the average of roughly 50 forecasts by pri- 
vate-sector economists that was published in the August 
20 1 6 Blue Chip Economic Indicators. CB(^ anticipates a 
slightly stronger economy in the short run, projecting real 
GDP growth that is higher than the middle two-thirds of 
Blue Chip forecasts for 20 1 6 and chat is at the top of that 
two-thirds span for 2017 {see Figure 2-14). The t^ency 
also expects a slightly stronger labor market, projecting an 
unemployment rate in both years that is lower chan the 
Blue Chip consensus but within the middle two-thirds 
of the forecasts. CBO’s projections of the interest rates on 
3-month Treasury bills and on 10-year Treasury notes 
also fall within the middle two-thirds of the Blue Chip 
forecasts. 

CBO projects faster growth of real output over the 
coming year than do most of the Federal Reserve 
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officiak whoK forecasts were reported at the June 2016 
meeting of the Federal Open Market Committee (see 
Figure 2-15). The Federal Reserve reports three sets of 
forecasts: a median, a range, and a central tendency. The 
median b calculated from forecasts made by the members 
of the Board of Governors of the Federal Reserve System 
and the presidents of the Federal Reserve Banks. The 
range is based on the highest and lowest of chose forecasts. 

The central tendency is the range without the three high- 
est and three lowest projections. CBO’s projections of the 
growth of real GDP are within the central tendency in 
2016 and 2018 and slightly above it in 2017. CBO’s 
projections of the unemployment rate and inflation are 
within the central tendency in all three years. 

CBO’s projections probably differ from those of the other 
forecasters at least partly because of differences in the eco- 
nomic news available when the forecasts were completed 
and differences in the economic and statistical models 
used. In addition, other forecasters may be assuming 
changes in federal policies that arc not included in CBO’s 
projections, which arc based on current law. 
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Figure 2-14. 

Comparison of Economic Projections by CBO and Blue Chip Forecasters 

CBO’s projections are generally similar to those by Blue Chip forecasters, atthough CBO projects faster growth of real GOP this year 
and next. 
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Sources: Congressionai Budget Office: Wolters Kluwer. Blue Chip Economic Indicators {August 10. 2016), 

The full range of forecasts from the Blue Chip is based on the highest and lowest of the roughly SO forecasts, The middle two-thirds of that range omits 
the top one-sixth of the forecasts and the bottom one-sixth. 

Real GDP is the output of the economy adjusted to remove the effects of inflation. Consumer price inflation is calculated with the consumer price index 
for all urban consumers. Real GOP growth and inflation rates are measured from the average of one calendar year to the next, 

The unemployment rate is a measure of the number of jobless people who are available for work and are actively seeking jobs, expressed as a 
percentage of the tabor force. The unemplo^ent rate and interest rates are calendar year averages. 

Data are annual. 

GDP = gross domestic product. 
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Figure 2-15. 

Comparison of Economic Projections by CBO and Federal Reserve Officials 

CBO’s projections of real GOP growth, the unemployment rate, and inflation are generally within the centra! tendency of forecasts by 
Federai Reserve officials. 




C80 SHB Central Tendency WSSSSS Range 

Sources: Congressional Budget Office: Board of Governors of the Federal Reserve System. “Economic Projections of Federal Reserve Board Members 
and Federal Reserve Bank Presidents, June 2016“ (June 15. 2016). http;//go.usa.gov/xTWAW (PDF. 165 KB). 

The full range of forecasts from the Federal Reserve is based on the highest and lowest of the 17 projections by die Board of Governors and the president 
of each Federal Reserve Bank. The centra! tendency is that range without the 3 highest and 3 lowest projections— roughly speaking, the middle two- 
thirds of the range. 

For C80, longer-term projections are values for 2026, For the Federal Reserve, longer-term projections are described as the value at which each variable 
would settle under appropriate monetary policy and in the absence of further shocks to the economy. 

Real GOP is the output of the economy adjusted to remove the effects of infladon. 

The unemployment rate is a measure of the number of jobless people who are available for work and are actively seeking jobs, expressed as a 
percentage of the labor force. 

The core PCE price index excludes prices for food and energy. 

Data are annual. Real GDP growtti and inflation rates are measured from the fourth quarter of one calendar year to the fourth quarter of tile next The 
unemployment rate is a fourth-quarter value. 

GDP = groiS domestic product; PCE = persona! consumption expend'rtures. 
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Changes to CBO’s Baseline Since March 2016 


nues are enacted, the budget deficit for fiscal year 2016 
will total $590 billion, the Congressional Budget Office 
estimates. That amount is $56 billion higher than CBO 
projected in March 2016, when the agency last updated 
its baseline {see Table A-1).’ CBO now estimates that 
both revenues and outlays for the year will be lower 
than it projected in March — revenues by $87 billion 
(or 3 percent) and outlays by $31 billion (or 1 percent). 

The cumulative deficit in CBO’s baseline for the 2017- 
2026 period is now $8.6 trillion, or $712 billion less than 
the $9.3 trillion the agency projected previously. CBO 
estimates that, under current law, outlays for the period 
will be lower than the amount projected in March by 
$l,l43 billion (or 2 percent) and revenues will be lower 
by $431 billion (or 1 percent). 

Projected deficits for 2016 and 2017 are now larger 
than previously estimated — each by 0.3 percent of gross 
domestic product (GDP). But the projected deficits for 
2018 through 2026 are smaller — by 0.3 percent or 
0.4 percent of GDP in most years. All cold, projected 
deficits in the new baseline average 3.8 percent of GDP 
from 2017 through 2026; in the March ba.seline, they 
averaged 4.0 percent of GDP. 

Updates to CBO’s economic foreca.st (most notably, 
reductions in the projections of interest rates and GDP) 
produced the largest changes over the 20 1 7-2026 period, 
reducing both projected outlays and revenues. However, 
technical changes to revenue and outlay projections 
(changes attributable to neither newly enacted legislation 
nor a revised economic forecast) offset a small portion of 
those economic changes. 

Since CBO prepared its March baseline projections, a 
number of pieces of legislation that affect the budget have 


I . See Congressional Buc%:t Office, Updated Budget Projections: 
2016 to 2026 (pAdsAi 2016), www.cbo.gov/publication/5l384. 


been enacted, but the budgetary effects of those new laws 
are expected to be very small — less chan $l billion over 
the 2017—2026 period. 

Economic Changes 

CBO’s revised economic forecast incorporates updated 
projections of interest rates, inflation, GDP, the un- 
employment rate, and ocher economic variables that 
affect federal outlays and revenue.s (see “Comparison 
With CBO’s January 2016 Projections” in Chapter 2). In 
light of chose updates, CBO boosted its estimate of the 
deficit for 2016 by $20 billion and decreased its projec- 
tion of the cumulative deficit for the 2017-2026 period 
by $736 billion, primarily because a significant reduction 
in projected interest rates led the agency to project lower 
outlays over that period. (The effect on the deficit of the 
lower interest races was partially offset by a reduction in 
CBO’s revenue projections that stemmed from the slower 
economic growth that the agency now anticipates.) 

Changes to Projections of Outlays 

On the basis of its updated economic projections, CBO 
reduced its estimate of outlays for 2016 by $4 billion and 
its projection for the 2017-2026 period by $1.2 trillion. 
A $998 billion reduction in estimated net interest costs — 
primarily the result of the agency’s expectation of lower 
interest rates throughout the period — accounts for most 
of that 10-year change. 

Net Interest. As a result of the marked reduction in inter- 
est rates in CBO’s updated forecast, the agency decreased 
its estimate of net interest costs for 2016 by $4 billion 
and its projection of those costs for the 2017-2026 period 
by $905 billion.’ 


2. Although nearly all of that S905 billion decrease in net interest 
costs is attributable to the reduction in interest rates, a very small 
portion arises from a reduction in CBO's foreca.st of inflation over 
the ba.seline period and a corres[)onding decrease in its estimate of 
interest costs associated with Treasury inflation-protected 
seairities and savings bonds, which are tied to the rate of inflation. 
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Table A-1. 


Changes in CBO’s Baseline Projections of the Deficit Since March 2016 


Billions of Dollars 

2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

Total 

2017- 2017- 
2021 2026 

Deficit in CBO's March 2016 Baseline 

-534 

-550 

-549 

-710 

-798 

-890 

-1,043 

-1,080 

-1,094 

-1,226 

-1.343 

-3,497 

■9,283 







Legislative Changes 






Changes in Revenues 

0 

* 

‘ 










1 

Changes in Outlays 

0 












' 

Increase M or Decrease in the Deficit 














From Legislative Changes 

0 


* 

* 

* 

* 







1 







Economic Changes 






Changes in Revenues 














Individual income taxes 

-16 

-31 

-22 

-13 

-10 

-12 

-15 

-19 

-24 

•28 

-32 

-88 

-206 

Corporate income taxes 

-12 

-17 

-21 

-22 

-25 

-28 

-30 

-29 

-27 

-25 

-23 

-112 

-247 

Payroll taxes 

-1 

-1 

-2 

-4 

-6 

-8 

-10 

-12 

-16 

-20 

-24 

-22 

-104 

Federal Reserve remittances 

5 

22 

32 

27 

17 

11 

9 

9 

8 

8 

8 

109 

151 

Other 

-1 

•2 

-2 

-2 

-2 

-2 

-2 

•2 

-2 

-3 

-3 

-11 

-23 

All Changes in Revenues 

-24 

-29 

-17 

-14 

-25 

-39 

-47 

-54 

-61 

-68 

-74 

■124 

428 

Changes in Outlays 














Martdatory outlays 














Social Security 

0 

-t 

•2 

-3 

-5 

-5 

-6 

-6 

-6 

-8 

-9 

-16 

-50 

Medicare 

0 

-1 

-2 

-2 

4 

-3 

-4 

-5 

-4 

-6 

-6 

-12 

•38 

Higher education 

2 

■5 

-5 

-4 

4 

-3 

-3 

-2 

•2 

•2 

-2 

-21 

-33 

Other 

•1 

•1 

•1 

-2 

-3 

4 

-5 

-5 

-6 

-6 

-6 

-12 

40 

Subtotal, mandatory 

1 

-9 

-11 

•12 

•15 

•15 

-17 

•18 

-18 

■22 

-24 

-62 

-161 

Discretionary outlays 

0 





-1 

-1 

•1 

-1 

-1 

-1 

-2 

-5 

Net interest outlays 














Effect of rates and inflation 

-4 

•36 

-65 

-88 

•95 

-98 

-100 

-102 

-104 

-106 

-110 

-383 

-905 

Debt service 




•2 

-5 

•8 

•10 

-13 

•16 

-18 

-21 

-15 

-93 

Subtotal, net Interest 

-4 

-36 

-66 

-91 

-100 

-106 

-110 

-115 

-119 

-124 

-131 

-398 

-998 

M Changes In Outlays 

-4 

-45 

-77 

-102 

-116 

-122 

-128 

-134 

-138 

-147 

-156 

461 

•1,164 

Increase M or Decrease in the Deficit 














From Economic Changes 

•20 

16 

60 

88 

90 

82 

80 

80 

77 

79 

82 

337 

736 


Continued 


For every year of the baseline period, CBO expects the 
interest rates on all Treasury securities to be significantly 
lower than those used in the March baseline. The decrease 
is more pronounced in the near term. In CBO’s August 
baseline, the interest rate on 3-monrh Treasury bills grows 
from an average of 0.6 percent in fiscal year 2017 to 
2.8 percent in 2026; in the March baseline, the .3-month 
rate averaged 1,4 percent in 2017 and 3.2 percent in 
2026. Similarly, CBO significantly lowered its estimates 
of the interest race on 10-year Treasury notes. Whereas in 
March the iO-ycar rate was projected to average 3.3 per- 
cent in fiscal year 20 1 7 and 4. 1 percent in 2026, it is now 
projected to average 2.2 percent in 2017 and 3.6 percent 
in 2026. 


Because the updated economic forecast reduced federal 
deficits and thus federal borrowing in CBO’s baseline, the 
agency lowered its projections of debt-service costs 
accordingly. Those lower debt-service costs account for 
an additional S93 billion reduction in interest costs. 

Mandatory Spending. CBO’s projections of mandatory 
spending for 2017 to 2026 are now Sl6l billion lower 
than reported in March because of revisions to the eco- 
nomic foreca.se. The iarge.st revisions were made to esti- 
mates of outlays for Social Security, Medicare, and higher 
education. 

Social Security. Because projections of inflation and 
wage growth were lowered, outlays in the baseline for 
Social Security over the 2017-2026 period decreased by 
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Billions of Dollars 


Total 

2017- 2017- 

2016 2017 2018 2010 2020 2021 2022 2023 2024 2025 2026 2021 2026 


Technical Changes 


Changes in Revenues 


individual income taxes 

-57 

-46 

-33 

-23 

-20 

-11 

-4 

-1 

3 

3 

4 

-133 

-128 

Corporate income taxes 

-17 

-19 

-8 

1 

6 

7 

6 

6 

7 

7 

7 

-13 

20 

Payroll taxes 

16 

10 

10 

9 

7 

7 

7 

8 

8 

9 

11 

43 

86 

Other 

-5 

-3 

2 

1 

2 

2 

3 

3 

3 

3 

3 

4 

18 

All Changes in Revenues 

-63 

-58 

-29 

-12 

-5 

5 

12 

16 

20 

22 

25 

-99 

-4 

langes in Outlays 














Mandatory outlays 














Medicare 



1 

1 

2 

2 

3 

3 

4 

5 

6 

6 

27 

Earned income and child tax credits 

-2 

-2 

-2 

-2 

-3 

-3 

-3 

-3 

-3 

-3 

-3 

-12 

-27 

Other 

-11 

2 

1 

-11 

-2 

-1 

-1 

-1 

-1 

-1 

-1 

-10 

-15 

Subtotal, rrandatory 

-13 

• 


-13 

-3 

-2 

-1 

-1 

* 

1 

2 

-16 

-15 

Discretionary outlays 

-15 

1 

* 




• 

* 


* 

• 

2 

2 


Net interest outlays 


Debt service 

* 

1 

3 

4 

Other 

• 

-1 

-1 

-1 

Subtotal, net interest 


* 

2 

3 

All Changes in Outlays 

-27 

2 

2 

-9 

Increase (-) or Decrease irt the Deficit 

From Technical Changes 

-36 

•61 

•31 

-3 


Increase (•} or Decrease in the Deficit 

-56 

•44 

29 

85 

Deficit In CBO's August 2016 Baseline 

-590 

•594 

■520 

•625 

Memorandum: 

Changes in Revenues 

-87 

-87 

•45 

-26 

Changes In Outlays 

-31 

-42 

•74 

-112 


5 

6 

6 

6 

6 

5 

6 

18 

47 

-1 

•1 

-1 

-1 

-2 

-2 

-2 

4 

•13 

4 

4 

5 

4 

4 

3 

4 

~U 

34 

2 

3 

4 

4 

4 

4 

6 

* 

21 

•6 

3 

9 

13 

16 

18 

19 

-99 

•25 


All 

1 Changes 







84 

85 

89 

93 

94 

97 

101 

239 

712 

-714 

•806 

-954 - 

988 

-1.000 

-1,128 

■1,243 

-3,258 

-8,571 

-30 

-34 

•35 

•38 

•41 

-46 

49 

-223 

431 

•114 

•119 

•124 

-131 

-134 

-143 

■150 

461 

-1,143 


Source: Congressional Budget Office. 

* = between -$500 million and $500 million. 


$50 billion (or 0.4 percent). Whereas CBO had projected 
that Social Security beneficiaries would receive a 0.7 per- 
cent cosc-of-iiving adju.stmenc (COLA) in January 2017, 
the agency now expects that the COLA will be 0.6 per- 
cent. CBO lowered its projection of COLAs for several 
other years in the 2017-2026 period by 0.1 percentage 
point. 

Medicare. Under current law, payment rates for much 
of the fee-for-service portion of Medicare (including, for 
example, rates for ho.spital care and services provided by 
home health agencies and skilled nursing facilities) are 
updated automatically. Those updates are tied to changes 
in the prices of the labor, goods, and .services that health 
care providers purchase after those prices have been 


adjusted to remove the effects of econom}'wide gains in 
productivity overa 10-year period. (Gains in productivity 
represent the ability to produce the same output using 
fewer inputs, such as hours of labor, than before.) In gen- 
eral, CBO projects that input prices will not increase as 
much over the period as it had previously estimated. 
Consequently, the agency now anticipates lower payment 
rates for Medicare services chan it did in March — a change 
that decreases outlays in CBO’s baseline by $38 billion 
(or 0.5 percent) over the 2017-2026 period. 

Hi^er Education. Changes in CBO’.s economic forecast 
led to a downward revision of $33 billion in projected 
outlays for higher education over the 2017-2026 period. 
Within that category, the largest changes were to student 



77 


70 AN CPDATE TO THE BLDGET .ANT) ECONOMIC OT^TI-OOK: 2016 TO 2026 

loans: Net outlays for student loans over the 10-year 
period are S36 billion lower in CBO’s current baseline 
than in the March baseline. Consistent with the proce- 
dures set forth in the Federal Credit Reform Act of 1990, 
CBO’s estimates of outlays for the student loan program 
in a given year represent the costs of all federal loans dis- 
bursed in that year. Those costs are measured as the pres- 
ent value of the future cash flows associated with the 
loans, calculated using the Treasury’s borrowing rates to 
discount those cash flows.’ Becau.se CBO .significantly 
lowered its estimate of those rates for the 2017—2026 
period, its estimate of the present value of future receipts 
to the government associated with student loans (in the 
form of loan repayments, interest payments, and default 
recoveries) increased, lowering the projected subsidy costs 
of chose loans. (Using the Federal Credit Reform Act’s 
present-value method, CBO estimates that, on balance, 
the student loan program produces net negative subsi- 
dies — that is, net gains to the government. The lower 
discount rates result in estimates chat indicate even 
greater net negative subsidies.) 

Other Mandatory Spending. Changes in the economic 
outlook led CBO to reduce its projections of outlays for 
other mandatory programs for the 2017-2026 period by 
$40 billion. The largest downward revisions were for the 
Supplemental Nutrition Assistance Program ($16 billion) 
and unemployment compensation ($10 billion). 

Discretionary Spending. To project discretionary spend- 
ing, CBO assumes that most annual appropriations 
through 2021 will adhere to the caps and automatic 
spending reductions established in the Budget Control 
Act of 201 1 (Public Law 1 1 2-25)» as amended, and that 
appropriations for 2022 to 2026 will grow from the 2021 
amounts at the race of inflation. (Certain discretionary 
appropriations, such as those for overseas contingency 
operations, are not constrained by the caps. In CBO’s 
baseline, tho.se appropriations grow in future years at the 
rate of inflation.) As a result, CBO's downward revision 
CO its projection of inflation rates reduced discretionary 
budget authority and outlays primarily in those years 
after the caps are set to expire. In total, discretionary 
spending in the current baseline is $5 billion less over the 
2017-2026 period chan in the March baseline. 


3. Tlie present value of a flow ol revenues or outlays over time is a 
single number that expresses that flow in terms of an equivalent 
lump sum received or paid at a specific time. The present valiK of 
a given set of cash flows depends on the rate of interest (known as 
the discount rate) that is used to translate them into current dollars. 
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Changes to Projections of Revenues 
Revisions to economic projeccion,s since January led 
the agenqt to reduce its revenue estimates for 2016 by 
$24 billion (or 0.7 percent) and its projections for 2017 
through 2026 by $428 billion (or 1.0 percent). The 
reduction for 2016 .stems primarily from CBO’s lower 
projection of business fixed investment, which brought 
down the agency’s projections of taxable realizations of 
capital gains by individuals and corporations. In addition, 
CBO reduced its estimate of corporate tax receipts for the 
year mainly because profits were smaller in 2015 than 
expected and because the agency lowered its projection of 
profits for 20 1 6. 

The $428 billion reduction in projected revenues for 
2017 through 2026 stems mostly from CBO’s expecta- 
tion that GDP and the a.ssociated taxable incomes — 
mainly wages and salaries and corporate profits — will 
grow more slow'ly than previously anticipated. That 
change in expectations resulted largely from newly 
released dau and changes in projection methods regard- 
ing productivity growth. CBO lowered its projections of 
domestic corporate profits for the 2017-2026 period by 
$748 billion (or about 4 percent): that revision was the 
primary cause of the $247 billion (or 6 percent) reduc- 
tion in projected revenues from corporate income taxes."* 
In addition. CBO reduced its projections of wages and 
salaries for the next 10 years by $937 billion (or about 
1 percent): that change was the primary cause of the 
reduction in projected revenues from individual income 
and payroll taxes.’ Overall, CBO lowered its projections 
of individual income tax revenues by $206 billion 


4. As defined by the national income and product accounts, domestic 
corporate profits include the profits of the Federal Reserve System, 
which are remitted to the Treasury and arc not subject w the 
corporate income tax. CBO has increased its projections of 

the Federal Reserve's profits as a result of lowering its projections 
of interest rates. F-xcluding chose profits, CBO's projections of 
domestic corporate profits over the 20 1 7-2026 period are now 
about 5 percent lower, which is more consistent with the 6 percent 
reduction in the projections of corporate income wx rcs'cnues 
than is the change indicated by the 4 percent reduction in the 
measure that includes the Federal Reserve’s profits. 

5. Partially electing the effect of lower wages and salaries on 
projecrioas of revenues from individual income taxes was a much 
smaller increase in projected revenues from that source resulting 
from lower projections of interest rates. .Although the lower 
interest rates reduced CBO's e,stimaces of personal interest 
income, they also had the more significant effect of reducing 
projcctal mortage interest deductions from individual income 
taxes, which would boost payments of individual income taxes. 
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(or I percent) and of payroll taxes by $ 1 04 billion (or 
I percent). In addition, changes in the economic outlook 
caused CBO to lower its projection of receipts from cer- 
tain other sources by $23 billion. That decline lai^ely 
reflects lower projections of customs duties that result 
from the downward revision to projected imports. 

Partially offsetting those reductions, CBG has increased 
its projections of remittances by the Federal Reserve over 
the next 1 0 years by $ 1 5 1 billion, largely as a result of the 
agency^’s lower forecast of interest rates. Those lower rates 
reduce the amount of interest that the Federal Reserve is 
expected to pay on the reserves that depository institu- 
tions hold on deposit with it, thereby increasing its 
expected profits and corresponding remittances to the 
Treasury. (The changes in projected interest rates also 
affect taxable personal and business income, but the 
re,sult!ng effects on revenues are smaller than the effect on 
remittances by the Federal Reserve.) 

Over the next decade, the overall reduction in the reve- 
nue projections that is attributable to economic feaors 
(1.0 percent) is smaller than the reduction in the projec- 
tions of GDP (1.8 percent). That difference is the main 
reason why the new projections for revenues as a percent- 
age of GDP after 2018 are slightly higher than those 
CBO released in March.® For example, in CBO’s new 
baseline projections, revenues in 2026 are 1 8.5 percent of 
GDP, whereas they were 1 8.2 percent in the March pro- 
jections. Technical factors, which are discussed in the 
next section, also contributed to the upward revisions to 
the projections of revenues relative to GDP over the 
2021-2026 period. 

Technical Changes 

Technical updates to CBO’s estimates of revenues and 
outlays — that is, revisions that stem from .something other 
chan new legislation or changes in economic projections — 
resulted in a net increase in the projected deficit for both 
the current year and for the 2017-2026 period. Lower 
estimates of revenues — partially offset by lower estimates 
of outlays — drive the $36 billion increase in the deficit 


6. The increase in revenue.s relative to GDP after 2018 in CBO’s 
baseline stems partly from higher projections of combined wages 
and profirs relative to GDP, which in turn results in part from data 
from the begintjing of calendar year 2016 showing a greater 
percentage drop (relative to the previous economic forecast) in 
C>DP th.an in the sum of wtiges and profits. Also, lower projected 
interest rates tend to boost projections of Federal Reserve 
remittances relative to GDP. 
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estimated for the current year. For technical reasons, 

CBO’s current projections of outlays over the 10-year 
period are higher in almost all years than they were in the 
March baseline, whereas its projections of revenues are 
now’ lower each year through 2020 and then higher from 
2021 through 2026. Together, those changes increase 
projected deficits for the 2017-2026 period by a total of 
$25 billion. 

Changes to Profections of Oudays 

Because of technical changes, CBO lowered it.s projec- 
tions of ouclay.s for 2016 by $27 billion. That downward 
revision results from lower estimates of outlays for both 
mandatory and discretionary spending. But for the 
2017-2026 period, projected outlays increa.sed by 
$21 billion, mainly becau.se of higher projections of debt- 
service costs that were partially offset by lower projected 
mandatory spending. 

Mandatory Spending. Technical revisions related to 
mandatory programs decreased estimated outlays for the 
current year by S13 billion. For the 2017-2026 period, 
technical updates lowered projected mandatory .spending 
by $15 billion. 

Medicare. On the basis of actual outlays through early 
July, CBO now estimates that net Medicare spending for 
Part A (ho.spital insurance) and Part D (prescription 
drugs) in fiscal year 2016 will exceed its previous projec- 
tions. In addition, this ba.scline incorporates final admin- 
istrative actions taken by the Department of Health and 
Human Services regarding systems that operate on a fiscal 
year basis (such as setting hospital inpatient payments for 
the coming year) and improvements to CBO’s modeling 
of Part A spending. In total, CBO increased its estimate 
of net spending for Medicare for 2016 by less than 
$1 billion (orO.I percent) and its projections for the 
2017-2026 period by $27 billion (or 0.3 percent). 

Earned Income and Child Tax Credits. CBO decreased its 
projection of outlays for two refundable tax credits — the 
earned income and child tax credits — for the 2017-2026 
period by a total of $27 billion. (Projected outlays for the 
earned income tax credit are lower than they were in 
the March baseline by about $20 billion, and projected 
outlays for the child tax credit are down by about $8 bil- 
lion.) The portions of those credits chat exceed taxpayers’ 
income tax liabilities are classified as outlays, and the 
portions that reduce filers’ tax payments are classified as 
reductions in revenues. Outlays for those credits have 



79 


72 AN UPDATE TO THE BlW.Er AND ECONOMIC Ol.TLOOfc 2016 TO 2026 

been lower this year than CBO expected. That develop- 
ment is responsible for much of the downward revision to 
proiecred outlays in subsequent years. 

Other Mandatory Spending. Technical changes lowered 
estimated outlays for other mandatory progratn.s for 2016 
by Si 1 billion. The largest contributors to that net char^ 
were reduced estimates of payments to the Treasury from 
Fannie Mae and Freddie Mac and of outlays for Medicaid 
and for health insurance purchased through the maricet- 
places established under the Affordable Care Act and 
related spending. 

For 2017 through 2026, technical changes caused CBO 
to decrease its projection of outlays for other mandatory 
programs by a net amount of $ 1 5 billion, most of which 
is related to updated projections for Social vSccurtcy’s 
Disability Insurance program. 

Discretionary Spending. Technical adjustments to 
CBO’s projections for several discretionary programs 
reduced estimated outlays for the current year by $ ! 5 bil- 
lion but had little effect on projections for later years, 
increasing projected out!ay.s for the 2017—2026 period by 
$2 billion. The bi^esc changes to estimates for 2016 
stem from an $8 billion decrease in projected outlays 
for certain defense programs (primarily in the areas of 
operations, procurement, and military personnel) and 
from a $2 billion decrea.se in estimated outlays for veterans’ 
programs (mostly for medical services). 

Net Interest. Because of technical updates. CBO’s esti- 
mate of net interest outlays over the 2017-2026 period is 
$34 billion higher than it was in March. That upward 
revision stem.? from an increase in CBO’s projections of 
debt-service costs that is partially offset by other factors. 

CBO raised projected debt-service costs for the next 
1 0 years by a total of $47 billion. Most of that revision is 
the result of two factors that increased projected borrow- 
ing but do not contribute directly to the budget deficit: 

■ CBO increased its estimate of the Treasury’s end-of- 
ycar cash balance for 20 1 6 to nearly $.303 billion on 
the basis of an expectation that the department will 
maintain a higher balance than in previous years. 

With projected deficits, larger cash balances can be 
maintained only by borrowing more. Therefore, CBO 
added $70 billion to the amount of borrowing that it 
estimated in March. 
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■ CBO also increased its estimate of the amount that 
wtU need to be borrowed to finance student loans and 
other credit programs over the 2017-2026 period by 
$35 billion. 

Smaller downward revisions, largely stemming from 
reduced estimates of interc.st payments to certain intra- 
governmental accounts, lowered projected net interest 
outlays by $13 billion. (However, because such payments 
are incragovernmental, chose revisions have no net effect 
on projected deficits.) 

Changes to Projections of Revenues 

For various technical reasons, CBO lowered its projec- 
tions of revenues for 2016 by $63 billion (or almost 
2 percent). Tax collections from individual and corporate 
income taxes have been lower in recent months than 
CBO expected in March — and by much more than is 
explained by currently available economic data. The main 
factors responsible for the shortfall will be clearer when 
additional data from tax returns and other sources 
become available. 

Ail told, technical change.s caused CBO to lower its reve- 
nue projectiorts for 2017 through 2020 and to increase its 
projections for 2021 through 2026 — for a net reduction 
of $4 billion over the 2017-2026 period. The reduction.s 
for 2017 through 2020 occurred because the agency 
expects that the effects of low collections in 2016 will 
continue but gradually dissipate: Taxable income and 
effective tax rates (total taxes as a percentage of total 
income) can fluctuate significantly from year to year, but 
they tend to return to more typical levels when adjusted 
for changes in tax law and for longer-term trend.s in 
income components and demographics. Other technical 
fretors, in isolation, caused CBO to raise its revenue pro- 
jections for all years between 2017 and 2026. The most 
significant foctors contributing to those increases — the 
effects of which CBO expects to persist — arise from new 
data from the Social Security Administration chat indi- 
cate a higher payroll tax base in 2015 than was antici- 
pated and new data from corporate income tax returns on 
certain deductions and income. For 2017 through 2020, 
however, those increases were more than offset by the 
reductions in projected revenues stemming from the lin- 
gering effects of tax collections that have been weaker 
chan expected. 
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CBO’s Economic Projections for 2016 Through 2026 


I he tables in this appendix expand on the information 
in Chapter 2 by showing the Congressional Budget 
Office’s economic projections for each year from 2016 
through 2026 (by calendar year in Table B-1 and by fiscal 
year in Table B-2). For years after 2020, CBO did not 
attempt to forecast the frequency or size of fluctuations in 
the business cycle. Instead, the values shown in these 


tables for 2021 through 2026 mainly reflect CBO’s pro- 
jections of underlying trends in key variables, such as the 
size of the labor force, the number of hours worked, capi- 
tal investment, and productivity. CBO also considers the 
effects on those variables of the federal tax and spending 
policies specified in current law. 
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Table B-1. 


CBO’s Economic Projections, by Calendar Year 



2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 





Percentage Change From Year to Year 




Gross Domestic Product 

Real'' 

1.9 

2.4 

2.2 

1.7 

1.6 

1.9 

2.0 

2.0 

2.0 

2.0 

1,9 

Nominal 

3.2 

4.2 

4.0 

3.7 

3.6 

3.9 

4.0 

4,0 

4.0 

4.0 

4.0 

inflation 

PCE price index 

1.2 

1.9 

2.0 

2.0 

2.0 

2.0 

2.0 

2,0 

2-0 

2.0 

2.0 

Core PCE price index'' 

1.7 

1.8 

2.0 

2.0 

2.0 

2.0 

2,0 

2.0 

2.0 

2.0 

2.0 

Consumer price index" 

1.4 

2.4 

2.3 

2.3 

2.4 

2.4 

2,4 

2.4 

2.4 

2,4 

2.4 

Core consumer price index*' 

2.3 

2.2 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

2,3 

2.4 

GOP price index 

1.3 

1.8 

1.8 

1.9 

1.9 

2.0 

2,0 

2.0 

2,0 

2.1 

2.1 

Employment Cost Index'* 

2,6 

3.0 

3.3 

3.3 

3.1 

3.1 

3.1 

3.1 

3.1 

3.1 

3,1 

Unemployment Rate (Percent) 

4.8 

4.5 

4.6 

4.8 

Annual Average 

5.0 5.0 5.0 

5.0 

4.9 

4.9 

4,9 

Payroll Employment 

(Monthly change, in thousands)® 

175 

123 

24 

14 

37 

61 

64 

66 

65 

65 

65 

Interest Rates (Percent) 

Three-month Treasury bills 

0.3 

0.7 

1.4 

2.2 

2,7 

2.8 

2.8 

2.8 

2.8 

2.8 

2.8 

Ten-year Treasury notes 

1.8 

2,3 

2.8 

3.1 

3.3 

3.5 

3.6 

3,6 

3.6 

3,6 

3.6 

Tax Bases (Percentage of GOP) 

Wages and salaries 

44,3 

44.4 

44.4 

44.4 

44.4 

44.3 

44.3 

44.3 

44.3 

44.2 

44,2 

Domestic economic profits 

8.7 

8.4 

8,2 

7,9 

7.6 

7.4 

7.3 

7.3 

7.3 

7.4 

7,4 

Tax Bases (Billions of dollars) 

Wages and salaries 

8.204 

8.562 

8.911 

9,235 

9.569 

9,938 

10,329 

10,737 

11,160 

11,599 

12.056 

Domestic economic profits 

1.610 

1,621 

1.644 

1.654 

1,642 

1,658 

1.696 

1,760 

1.838 

1,929 

2,031 

Nominal GDP (Billions of dollars) 

18.528 

19,302 

20,083 

20.819 

21.567 

22,410 

23,302 

24,239 

25.215 

26,236 

27,295 


Source; Congressional Budget Office. 

GDP = gross domestic product: PCE = personal consumption expenditures. 

a. Nominal GDP adjusted to remove the effects of inflation, 

b. Excludes prices for food and energy. 

c. The consumer price index for all urban consumers. 

d. The employment cost index for wages and salaries of workers in private industries. 

e. Calculated as the monthly average of the fcKirth-quarter-to-fourth-quarter change in pain-oli employment. 
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Table B-2. 


CBO’s Economic Projections, by Fiscal Year 


Gross Domestic Product 
Reaf 
Nominal 

Inflation 
PCE price index 
Core PCE price index‘d 
Consumer price index'^ 

Core consumer price index*^ 
GDP price index 

Employment Cost Index'* 


Unemployment Rate (Percent) 

Payroll Employment 

{Monthly change, in thousands)® 

Interest Rates (Percent) 
Three-month Treasu 7 bills 
Ten-year Treasury notes 

Tax Bases (Percentage of GDP) 
Wages and salaries 
Domestic economic profits 

Tax Bases (Billions of dollars) 
Wages and series 
Domestic economic profits 

Nominal GDP (Billions of dollars) 


2016 

2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

1.9 

2.3 

2.3 

Percentage Change From Year to Year 

1.9 1.6 1.8 2.0 2.0 

2,0 

2.0 

1.9 

3,1 

4.0 

4.1 

3.7 

3.6 

3.8 

4.0 

4.0 

4.0 

4.0 

4.0 

0.9 

1.8 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2,0 

1.6 

1.8 

1.9 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2,0 

1.0 

2,2 

2.3 

2.3 

2.4 

2.4 

2.4 

2.4 

2.4 

2.4 

2,4 

2.2 

2.2 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

2.3 

2,3 

2.4 

1.2 

1,7 

1.8 

1.8 

1.9 

2.0 

2.0 

2.0 

2.0 

2,0 

2.1 

2.4 

2.9 

3.2 

3.3 

3.1 

3.1 

3.1 

3.1 

3.1 

3.1 

3.1 

4.9 

4.5 

4.5 

4.8 

Annual Average 

5.0 5.0 5.0 

5.0 

4.9 

4.9 

4.9 

192 

144 

44 

11 

29 

58 

63 

66 

66 

65 

65 


0.6 

1.2 

2.0 

2.6 

2.8 

2.8 

2,8 

2.8 

2.8 

2.8 

1.9 

2.2 

2.7 

3.0 

3.3 

3.5 

3.6 

3,6 

3.6 

3.6 

3.6 

44.2 

44.3 

44.4 

44.4 

44.4 

44.4 

44.3 

44.3 

44.3 

44.2 

44.2 

8.6 

8.5 

8.2 

8.0 

7,7 

7.4 

7.3 

7.3 

7,3 

7.3 

7.4 

8,121 

8.470 

8.828 

9,154 

9.482 

9.843 

10.230 

10.634 

11.053 

11,488 

11,940 

1,586 

1,617 

1.638 

1,653 

1.645 

1,652 

1,684 

1,743 

1.819 

1,904 

2,005 

18,367 

19.102 

19.895 

20,637 

21.372 

22.193 

23.075 

24,001 

24.967 

25,977 

27,027 


Source; Congressional Budget Office. 

GDP = gross domestic product: PCE = personal consumption expenditures; * = between zero and 0.05 percent. 

a. Nominal GDP adjusted to remove the effects of Inflation. 

b. Excludes prices for food and energy. 

c. The consumer price index for all urban consumers, 

d. The employment cost index for wages and salaries of workers in private industries. 

e. Calculated as the monthly average of the fourth-quader-to-fourth-quarter change in payroll employment. 
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Notes 


The Congressional Budget Office’s extended baseline shows the budget’s long-term path 
under most of the same assumptions that the agency uses, in accordance with statutory 
requirements, when constructing its 10-year baseline. In particular, both baselines incorporate 
the assumptions that current law generally remains the same but that some mandatory 
programs are extended after their authorizations lapse and that spending for Medicare and 
Social Security continues as scheduled even if their trust funds are exhausted. 

Unless otherwise indicated, the years referred to in most of this report are federal fiscal years, 
which run from October 1 to September 30 and are designated by the calendar year in which 
they end. In Chapters 6 and 7, budgetary values, such as the ratio of debt or deficits to gross 
domestic product, are pre.sented on a fiscal year basis, whereas economic variables, such as 
gross national product or interest rates, are presented on a calendar year basis. 

Numbers in the text, tables, and figures may not add up to totals because of rounding. Also, 
some values are expressed as fractions to indicate numbers rounded to amounts greater than a 
tenth of a percentage point. 

As referred to in this report, the Affordable Care Act comprises the Patient Protection and 
Affordable Care Act and the health care provisions of the Health Care and Education 
Reconciliation Act of 20 1 0, as affected by subsequent judicial decisions, statutory changes, 
and administrative actions. 

Additional data — including the data underlying the figures in this report, supplemental 
budget projections, and the demographic and economic variables underlying those 
projections — are posted along with the report on CBO’s website. 


www.cbo.sov/DublicationA 1 ssn 
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Summary 


I f current laws governing taxes and spending did not 
change, the United States would face steadily increasing 
federal budget deficits and debt over the next 30 years, 
according to projections by the Congressional Budget 
Office. Federal debt held by the public, which was equal 
to 39 percent of gross domestic product (GDP) at the end 
of fiscal year 2008, has already risen to 75 percent of GDP 
in the wake of a financial crisis and a recession. In CBO’s 
projections, chat debt rises to 86 percent of GDP in 2026 
and to I4l percent in 2046 — exceeding the historical peak 
of 1 06 percent chat occurred just after World War II. 

7’he prospect of such large debt poses substantial risks 
for the nation and presents policymakers with significant 
challenges. 

Why Are Projected Deficits Rising? 

In CBO’s projections, deficits rise during the next three 
decades because the government’s spending grows more 
quickly than its revenues do (see Summary Figure 1). In 
particular, spending grows for Social Security, the major 
health care programs (primarily Medicare), and interest 
on the government’s debt. 

Much of the spending growth for Social Security and the 
major health care programs results from the aging of the 
population: As members of the baby-boom generation 
age and as life expectancy continues to increase, the per- 
centage of the population age 65 or older is anticipated to 
grow sharply, boosting the number of beneficiaries of 
those programs. By 2046, projected spending for those 
programs for people 65 or older accounts for about half 
of all federal nonintere.st spending. 

The remainder of the projected growth in spending for 
Social Security and the major health care programs is 
driven by health care costs per beneficiary, which are pro- 
jected to increase more quickly than GDP per person 
(after the effects of aging and other demographic changes 
are removed). CBO projects chat those health care costs 
will rise — though more .slowly than in the past — in part 
because of the effects of new medical technologies and 
rising personal income. 


The federal government’s net interest costs are projected 
to rise sharply as a percentage of GDP for two main 
reasons. The first and most important is that interest rates 
are expected to be higher in the future than they are now, 
making any given level of debt more costly to finance. 
The second reason is the projected increase in deficits: The 
larger they are, the more the government will need to 
borrow. 

Mandatory spending other than spending on Social 
Security and the major health care programs — such avS 
spending for federal employees’ pensions and for various 
income security programs — is projected to decline as a 
percentage of GDP, as is discretionary spending. (Manda- 
tory spending is generally governed by provisions of per- 
manent law, whereas discretionary spending is controlled 
by annual appropriation acts.) The projected decline in 
the latter stems largely from the caps on discretionary 
funding that arc set in law for the next several years. 

The modest projected growth in revenues relative to 
GDP over the next three decades is attributable to 
increases in individual income tax receipts. Those receipts 
are projected to grow mainly because (2BO anticipates 
that income will rise more quickly than the price indexes 
that are used to adjust tax brackets; as a result, more 
income will be pushed into higher tax brackets over time. 
Combined receipts from all other sources are projected to 
decline as a percentage of GDP. 

How Does CBO Make Its Long-Term 
Budget Projections? 

CBO's long-term projections start with the agency’s 
lO-year projections of spending and revenues, which 
combine information about many spending programs 
and tax provisions w'ith data about broader treni in the 
population and the economy. 7'he lO-year projections 
follow the assumptions that current laws governing taxes 
and spending will generally remain the same in the 
ftiture, but that some mandatory programs will be 
extended after their authorizations lapse and that spend- 
ing for Medicare and Social Security will continue as 
scheduled even if their crust funds are exhausted. CBO 
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Summary Figure 1. 

The Federal Budget Under the Extended Baseline 

Percentage of Gross Domestic Product 





Speswlittg Spending Stewenties 


Source: Congressional Budget Office, 

The extended baseline generally reflects current law. following CBO’s lO-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

a. Consists of all federal spending other than that for Social Security, the major health care programs, and net interest. 

b. Consists of spending on Medicare (net of offsetting receipts). Medicaid, and the Children’s Health insurance Program, as well as outlays to subsidize 
health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 

c. Consists of excise taxes, remittances to the Treasury from the Federal Reserve System, customs duties, estate and gift taxes, and miscellaneous fees 
and fines. 


makes those assumptions to conform to statutory require- 
ments. Because current laws surely will change, CBO’s 
projections are not predictions of what the agency' thinks 
will actually happen. Rather, they give lawmakers a ba.se- 
line to measure the effects of proposed legislation against. 
They are therefore called baseline projections. 

CBO’s detailed long-term projcction.s, produced once each 
year, follow those as, sumptions as well. Becau.se they extend 
the baseline into the following two decades, diey arc called 
the extended baseline. Some parts of the extended ba.seline, 
such as projections of Social Security spending and individ- 
ual Income taxes, incorporate detailed estimates of how 
people would be affected by particular elements of pro- 
grams or the tax code. Other projections reflea pa.si trends 
and CBO’s assessment of how chose trends would evolve if 
current laws generally remained unchanged. Between the 
annual publications of the detailed analyses, CBO some- 
times updates its long-tenn projection.s using simplified 
methods, as it did most recently in January 2016. 

CBO’s budget projections are built upon its projeaions 
of the economy (which incorporate, among many other 
thing;, the esrimared effects of fiscal policy under current 


laws). CBO anticipates that if current laws generally did 
not change, real GDP — that is, GDP with the effects of 
inflation excluded — would increase by 2. 1 percent per 
year, on average, over the next 30 years. Over the past 
50 years, by contrast, the annual increase in real GDP has 
averaged 2.9 percent. Projected GDP growth Is slower 
than that largely because of retiring baby boomers, falling 
birthrate.s, and declining participation in the labor force. 
Projected growth is also held down by the effects of fiscal 
policy under current law — above all, by the reduction in 
private investment that is projected to result from rising 
federal debt. 

How Have Those Projections Changed 
Over the Past Year? 

The prcN'ious edition of this volume, The 2015 Long-Term 
Budget Outlook, wa.s published in June 2015 andsfoiwed 
projections through 2040. CBO now project,s debt in 
2040 that, measured as a .share of GDP, is 1 5 percentage 
potms higher than it projeaed last year, mostly becau.se of 
changes in tax law. 

When CBO updated its long-term projections in Januar)' 
2016, it did .so through 2046. J he agency’ .s projection of 
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debt in 2046 is now 14 percentage points lower than it 
was in January, primarily because CBO now expects 
interest rates to be lower chan previously anticipated. 

How Uncertain Are Those Projections? 

If current laws governing taxes and spending remained 
generally the same, CBO estimates, debt would nearly 
double as a percentage of GDP over the next 30 years. 
That projection is very uncertain, however, so the agency 
examined how it would change if four key inputs — labor 
force participation, productivity in the economy, interest 
races on federal debt, and health care costs per person — 
were different from their levels in the extended baseline. 
The resulting projections show chat debt in 2046, mea- 
sured as a share of GDP, could be much larger or smaller 
than it is in the extended baseline, ranging from nearly 
twice the largest amount recorded in U.S. history to 
slightly less than that record high. Even at the low end 
of that range, debt would be higher than it is now. 

Other factors, such as an economic depression, a major 
war, or unexpected changes in fertility, immigration, or 
mortality races, could also affect the trajectory of debt. 
Taking all factors into account, CBO concludes that 
despite the considerable uncertainty of long-term projec- 
tions, debt as a percentage of GDP would probably be 
greater — in all likelihood, much greater — than it is today 
if current laws remained generally unchanged. 

What Might the Consequeaces Be If 
Current Laws Remained Unchanged? 

Large and growing federal debt over the coming decades 
would Kurr the economy and constrain future budget 
policy. The amount of debt chat is projected in the 
extended baseline would reduce national saving and 
income in the long term; increase the government’s inter- 
est costs, putting more pressure on the rest of the budget; 
limit lawmakers’ ability to respond to unforeseen events; 
and increase the likelihood of a fi.scal crisis, an occurrence 
in which investors become unwilling to finance a govern- 
ment’s borrowing needs unless they are compensate with 
very high interest rates. 

what Would the Effects of Illustrative 
Changes to Current laws Be? 

To show how changes in law would affect the long-term 
fiscal imbalance, CBO took two approach^. First, it esti- 
mated how large changes in spending or revenues would 
have to be if lawmakers wished to achieve a chosen goal 
for federal debt held by the public. Second, the agency 
approached the issue from the other direction, estimating 
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how two illiMCrative deficit-reduction paths would affect 

debt in 2046. 

If lawmakers wanted to reduce debt in 2046 so that it 
equaled its average percentage of GDP over the past 
50 years (39 percent), one way to achieve that result 
would be to cut noninterest spending, increase revenues, 
or do both by a total of 2.9 percent of GDP per year, 
starting in 2017. That would come to about $560 billion 
in 2017, or $6.7 trillion from 2017 through 2026. If 
instead they wanted debt in 2046 to equal its current 
percentage of GDP {75 percent), the necessary measures 
would be smaller, totaling 1.7 percent of GDP per year 
(about $330 billion in 2017 and $4.0 trillion through 
2026). The longer lawmakers waited to act, the larger the 
necessary policy changes would become. 

For the rwo illustrative deficit-reduction paths, CBO 
assumed that decrease.s in the deficit would be phased in 
over time rather than made as equal percentage changes 
in each year. In one path, cumulative deficits through 
2026 would be about $2 trillion lower chan under the 
extended baseline; in another, they would be about 
$4 trillion lower; and in both paths, deficits in subse- 
quent years would be lower than in the baseline by the 
same percentage of GDP as in 2026. The first path would 
result in federal debt equal to 96 percent of GDP in 
2046, and the second would re.su!t in federal debt equal 
to 55 percent of GDP in 2046. 

How Is This Report Arranged? 

Chapter 1 of this report offers a broad overview of CBO’s 
extended baseline projections, as well as an examination 
of the consequences of large and growing federal debt. 

Though the chapter necessarily touches on CBO’s projec- 
tions of spending and revenues, those subjects are explored 
at greater length in the next four chapters. Specifically, 

Chapter 2 discusses spending for Social Security, the 
single largest program in the federal budget; Chapter 3 
addresses spending for the major health care programs, 
which together represent a still larger fraction of federal 
spending; Chapter 4 deals with other federal noninterest 
spending; and Chapter 5 discusses revenues. 

The report proceeds in Chapter 6 to examine the illustra- 
tive buc^ecary paths mentioned above. Chapter 7 discusses 
the uncertainty of CBO’s projections. And at the close 
of the report are two appendixes: Appendix A about 
the economic and demographic projections underlying 
the extended baseline, and Appendix B about the changes 
in CBO’s long-term projections since June 201 5. 
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have steadily declined as the nation recovers from the 
financial crisis and 2007-2009 recession. However, 
the Congressional Budget Office projects that the budget 
deficit will rise this year. And if current laws generally 
remain unchanged, budget deficits as a share of the 
nation’s output — its gross domestic product (GDP) — will 
grow over the next decade. As a result, federal debt held 
by the public would rise from its already high level — 
from 75 percent of GDP today to 86 percent by 2026, 
CBO projects. Beyond the next 10 years, the long-term 
budget outlook is projected to worsen further, with debt 
reaching 14 1 percent of GDP in 2046 — the highest ever 
recorded (see Table l-l). 

The government’s spending for Social Security and 
Medicare is a crucial factor in that outlook. Those pro- 
grams benefit mostly the elderly, a group chat has grown 
significandy and will continue to do so. Rising health 
care costs per person also will boost Medicare outlays. 
Therefore, spending for those programs is projected 
to rise substantially in the coming decades. By 2046, pro- 
jected spending for those programs (as well as Medicaid 
spending) for people 65 or older accounts for about half 
of all federal noninterest spending. The government’s 
interest costs also are projected to increase significandy, 
as interest rates rise from their unusually low levels and 
federal debt grows. Revenues are projected to increase, 
but much more slowly chan spending, leading to larger 
budget deficits and rising debt. 

In this report, CBO presents its projections of federal 
outlays, revenue.s, deficits, and debt for the next three 
decades and describes possible consequences of those 
projected budgetary outcomes. The projections are con- 
sistent with CBO’s current 1 0-year economic projections, 
released in January 2016, and the agency’s March 2016 
budget projections.’ These long-term projections extend 
most of the concepts underlying that baseline for the rest of 
the projection period and reflect the macroeconomic 
effects of fiscal policy over that period; hence, they 
constitute the extended baseline. In a change from last 


year, the extended baseline spans 30 years rather than 
25 — consistent with Congressional interest in projections 
over that period as delineated in the 2016 budget 
resolution. 

CBO’s lO-year and extended baseline projections are not 
meant to be predictions of budgetary outcomes. Rather, 
they represent CBO’s best as.sessmenc of future revenues, 
spending, and deficits on the assumption that current 
laws generally remain unchanged. 

The Budget Outlook for the Next 10 Years 

Federal debt held by the public ballooned in the past 
decade. Debt at the end of 2007 stood at 35 percent of 
GDP. But large deficits stemming from the 2007-2009 
recession and the ensuing policy responses caused that 
debt to grow sharply over the next five years; by the 
end of 201 5, federal debt had more than doubled, mea- 
suring 74 percent of GDP. That amount of debt is very 
high by historical standards. For comparison, debt held 
by the public has averaged 39 percent of GDP over the 
past 50 years. And debt has exceeded 70 percent of GDP 
during only one other period in U.S. history — from 1 944 
through 1950, because of the surge in federal spending 
during World War 11 (see Figure l-l). 

Althot^h the budget deficit has declined each year since 
its peak of nearly 10 percent of GDP in 2009, it is on 
track to rise in relation to the size of the economy this 
year. CBO estimates that the deficit in 2016 will be 
nearly 3 percent of GDP, By the end of the year, federal 
debt held by the public is anticipated to creep up to 
75 percent of GDP. Under current law, deficits and debt 
would remain close to those levels through 2018. 


1. For information on the March baseline budget projections, see 
Congressional Butter Office. Updated Budget Projections: 2016 to 
2026 (March 2016), ww-w-cbo, gov/publication/5 1.384. For 
information on the January 20 1 6 economic projections, see 
Congressional Budget Office, The Budget and Economic Outlook: 
2016 to 2fl26'0anuar)’ 2016), www,cbo.gov/pub!ication/5l 129. 
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Table 1-1. 


Key Projections in CBO’s Extended Baseline 


Percentage of Gross Domestic Product 







Projected Annua! Average 


2016 

2017-2026 

2027-2036 

»)37-2046 

Revenues 





Individual income taxes 

8.8 

9.3 

9.9 

10,3 

Payrol taxes 

5.9 

5.8 

5.8 

5.8 

Corporate income taxes 

1.8 

1.7 

1.6 

1,6 

other* 

1.7 

1.3 

1.3 

1.4 

Total Revenues 

18.2 

18.1 

18.5 

19.1 

Outlays 





Mandatory 





Social Security 

4.9 

5.4 

6.2 

6.3 

Major health care programs'* 

5.5 

6.0 

7.3 

8,4 

Other 

2.8 

2.6 

2.4 

2.1 

Subtotal 

13.2 

14.0 

15.8 

16.3 

Discretionary 

6.5 

5.6 

5.2 

5.2 

Net interest 

1.4 

2,4 

3.6 

5.1 

Tots) (^lays 

21.1 

22.0 

24.7 

27.2 

Deficit 

•2.9 

-3.9 

-6.2 

-8.1 

Debt Held by the Public at the End of the Period 

Memorandum: 

Social Security 

75 

86 

110 

141 

Revenues' 

4.5 

4.4 

4.4 

4.4 

Outlays" 

4.9 

5.4 

6.2 

6.3 

Contribution to the Federal Deficit® 

-0.4 

-1,0 

•1,8 

-2.0 

Medicare 





Revenues' 

1.5 

1.6 

1,5 

1.5 

Outlays" 

3.8 

4.1 

5,5 

6.6 

Offsetting Receipts 

•0.6 

•0.7 

-0.9 

-1,2 

Contribution to the Federal Deficit* 

•1.7 

-1.9 

-3.0 

-3,9 

Gross Domestic Product at the End of the Pertod (Trillions of dollars) 

18.5 

27.7 

41.3 

62.3 


Source; Congressiooal Budget Office, 

This table satisfies a requirement specified in section 3111 of S. Con. Res. 11. the Concurrent Resolution on the Budget for Fiscal Year 2016. 

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 

concepts underlying those baseline projections for the rest of the iong-term projection period. 

a. Consists of excise taxes, remittances to the Treasury from the Federal Reserve System, customs duties, estate and gift taxes, and miscellaneous fees 
and fines. 

b. Consists of spending on Medicare (net of offsetting receipts), Medicaid, and the Children’s Health Insurance Program, as well as outlays to subsidize 
health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 

c. includes payroll taxes for the program other than those paid by the federal government on behalf of its employees (which are intragovernmental 
transactions). Also includes income (axes paid on Social Security benefits, which are credited to the trust funds. 

d. Does not include outlays related to administration of the program, which are discreUonary. 

e. The contribution to the deficit shown here differs from the change in die trust fund balance for the program, it does not Include intragovernmentai 
transactions, interest earned on balances, and outlays related to administration of the program. 
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Figure 1-1. 

Federal Debt Held by the Public 

Percentage of Gross Domestic Product 


150 
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High and rising federal debt 
would reduce national saving 
and income in the long term; 
increase the government’s 
interest payments, thereby 
putting more pressure on the 
rest of the budget: limit 
lawmakers’ ability to respond 
to unforeseen events; and 
increase the likelihood of a 
fiscal crisis. 


Source: Congressional Budget Office. For details about the sources of data used for past debt held by the public, see Congressional Budget Office, 
Historical Data on Federal Debt Held by the Public (July 2010), vvww.cbo.gov/publication/2T728. 

The extended baseline generally reflects current law. foilowng CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlyirjg those baseline projections for the rest of die long-term projection period. 


Later in the 10-year baseline period, CBO projects, 
deficits would be notably latter, approaching 5 percent of 
GDP if current laws generally remain unchanged. 
Deficits would rise because spending — particularly 
mandatory spending and interest costs — would grow 
faster than revenues.^ As the population ages, spending 
on Social Security and Medicare, the two largest manda- 
tory programs, is projected to rise as a percentage of GDP. 
People age 65 or older will account for 1 9 percent of the 
population in 2026, more than twice the share 50 years 
ago — increasing the number of beneficiaries for chose 
programs. Rising health care costs per person also will 
drive up Medicare spending as a percentage of GDP. Ac 
the same time, interest races are expected to rise from 
their present unusually low levels, sharply increasing 
interest payments on the government’s debt. All told, 
federal spending is projected to rise from about 21 per- 
cent of GDP in 2016 to about 23 percent in 2026. 


2. In genera!, lawmakers determine spending for mandatory 

programs by setting eligibility rules, benefit formulas, and other 
parameters instead of by appropriating specific amounts each year. 
In that way, mandatory spending differs from discretionary 
spending, which is corurolled by annual appropriation acts. 


Meanwhile, rising revenues would keep pace with the 
economy and remain close to 18 percent of GDP over 
the next 10 years, largely reflecting offsetting movements 
in individual and corporate income taxes, payroll taxes, 
and remittances from the Federal Reserve. With a growing 
gap between spending and revenues, federal debt would 
rise to 86 percent of GDP by 2026. 

The Long-Tenn Budget Outlook 

CBO’s extended baseline projections .show a substantial 
imbalance in the federal budget beyond the next 10 years, 
with revenues falling short of spending by steadily 
increasing amounts. As a result, federal debt as a share of 
GDP would reach unprecedented levels if current laws 
generally remain unchanged. Such high and rising debt 
would have serious consequences for the nation’s budget 
and economy. Projections that hr into the future arc 
uncertain, but under a variety of plausible scenarios dis- 
cussed later in this report, federal debt in 30 years would 
be significantly higher than it is today— -twice as high 
under some scenarios. 

The Accumulation of Federal Debt 

Debt held by the public represents the amount that the 
federal government has borrowed in financial markets by 
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issuing Treasury securities to pay for its operations 
and activities.' Measuring debt as a percentage of GDP 
is useful for comparing amounts of debt in different 
years. That measure accounts for changes in price tevds, 
population, output, and income — all ofwhicli affect the 
scope of potential budgetary adjustments. Examining 
whether debt as a percentage of GDP is increasing from 
its current high level is therefore a simple and meaningful 
way to assess the budget’s sustainability. 

Federal debt as a share of GDP is projected to rise over 
the long term in CBO’s extended baseline. Beyond the 
next 10 years, CBO projects, the population will con- 
tinue to age and health care costs per person will continue 
to rise. Consequently, under current law, more would be 
spent on the two hugest federal programs that benefit the 
elderly; Social Security and .Medicare. As interest rates 
and deficits rise, net interest costs also would increase 
substantially. As a result, the gap between total spending 
and revenues would continue to widen, leading to ever 
larger budget deficits and debt. In 2035, debt would sur- 
pass the peak of 106 percent of GDP recorded in 1946. 
By 2046. federal debt would reach I4l percent of GDP 
(see Figure 1 -2) — more than three and a half times the 
average over the past five decades. Moreover, the debt 
would be on track to grow even larger. 

Those projections are based on many fectors that are hard 
to predict, which means that actual budgetary outcomes 
would undoubtedly differ from the projections even if 
current law did not change. When CBO varies four of 
those factors together — labor force participation, produc- 
tivity in the economy, interest rates on federal debt, and 
health care costs per person — federal debt in 2046 is pro- 
jected to range from 93 percent of GDP to 196 percent. 
(Chapter 7 discu-sses chose projections.) 


3. When che federal government borrows in financial markers, it 
competes wirh other participants for financial resources and, in 
the long term, crowds our private investment — reducing 
economic output and income. By contrast, federal debt held by 
crust funds and other government accounts represents internal 
transactions of the government and does not directly affect 
financial markers. (Together, that debt and debt held by the public 
make up gross faleral debt.) For more discussion, see 
Congressional Budget Office, Federal Debt and Interest Com 
(December 2010), www.cbo.gov/publication/Zl^bO. Several 
factors not directly included in rite budget totals also affect the 
government’s need to borrow from the public. Those fectors 
include fluctuations in the government's cash balance as well as 
che cash flows reflected in rhe financing accounts used for federal 
credit programs. 


Consequences of a Large and Growing Federd Debt 

Large and growing amounts of federal debt over the com- 
ing decades would have negative long-term consequences 
for che economy and would constrain future budget pol- 
icy. In particular, the projected amounts of debt would: 

■ Reduce national saving and income in the long term; 

■ Increase the government’s interest costs, putting more 
pressure on the rest of the budget; 

■ Limit lawmakers’ ability to respond to unforeseen 
events; and 

■ Make a fiscal crisis more likely. 

Less National Saving and Lower Income. Large federal 
budget deficits over che long term would reduce invest- 
ment, resulting in lower national income and higher 
interest rates than would otherwise occur. If the govern- 
ment borrowed more, people would use more of their 
savings to buy Treasury securities rather than for private 
investment, thereby crowding out investment. Both the 
government and private borrowers would face higher 
interest races to compete for .savings, and those rates 
would strengthen people’s incentive to save. However, 
the increased government borrowing would exceed che 
rise in saving by households and businesses. Therefore, 
national saving — total saving by all sectors of the econ- 
omy — would decline, as would private investment and 
economic output. (Private investment would decline le.ss 
than national saving because higher interest rates tend to 
attract more foreign capital co the United States and 
induce U.S. savers to keep more of their money at home.) 
With lower investment in capital goods — factories and 
computer-s, for example — workers would be less produc- 
tive. Because productivity growth is the main driver of 
compensation growth, decreased investment also would 
reduce compensation per hour, offering people less 
incentive to work. CBO\s extended baseline incorporates 
those economic effects of rising deficits (described in 
Chapter 6) as well as che feedback to the budget from 
chose ne^cive effects on che economy. 

CBO estimates that the fiscal policies underlying the ris- 
ing budget deficits in CBO’s extended baseline would 
have a different effect in the short term. Over the next 
few years, those poIicie.s would boo.st overall demand for 
goods and services, thus increasing output and employ- 
ment from what they would be with smaller deficits (or 
with no deficits). But the influence of greater demand 
would be temporary because stabilizing forces in the 
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economy tend to push output back in the direction of its 
potential (or maximum sustainable) level. Tho.se forces 
would include the response of prices and longer-term 
interest rates to greater demand and actions by the 
Federal Reserv'e. 

Pressure on the Budget From Higher Interest Costs. 
More federal borrowing and rising interest rates are 
both projected to push up net interest costs, making it 
harder to achieve any chosen target for lower budget defi- 
cits. (Net interest costs now are a small share of the econ- 
omy because interest rates are exceptionally low.) CBO 
projects that as the economy moves back up toward its 
potential level, interest rates will rise to levels consistent 
with various factors such as productiviry growth, the 
demand for investment, and federal deficits. Interest costs 
in the extended baseline are projected to be higher than 
they would be if deficits were smaller and interest rates 
were lower. 

Because federal spending on net interest is projected to rise, 
achieving any chosen targets for lower budget deficits and 
debt would require higher taxes, lower spending on bene- 
fits and .services, or both. Policies that achieved those goals 
could affect the economy and people’s well-being. For 
example, if higher taxes came about through higher mar- 
ginal tax rates (the races chat apply to an additional dollar 
of income), incentives to work and save would be reduced.^ 
Alternatively, if lower spending was achieved at least in part 
by reducing federal investments, future output and income 
also would be reduced.^ As another option, if lower spend- 
ing was achieved by a reduction in benefits, households 
might increase their supply of labor to make up for lost 
income, thus increasing output. 

Reduced Ability to Respond to Domestic and 
Internationa Problems. With a relatively small ouKtand- 
ing debt, a government can readily borrow money to 
address unexpected events, such as recessions, financial 
crises, natural disasters, or wars. By contrast, with large 
outstanding debt, a government has less flexibility to 
addre,ss financial and economic crises, which can be 
costly.^ A large amount of debt also can compromi.se a 
country’s national security by constraining military 


4. See Congressional Budget Office, How the Supply of Labor 
Responds to Changes in Fised Policy {October 2012), www.cbo.gov/ 
pubiication/43674. 

5. For more information, .see Congressional Budget Office, The 
Macroeconomic and Budgetary Effects of Federal Investment 
(lune 2016), ww\v.cbo,gov/pub!icacion/51628. 
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Spending in times of international crisis or by limiting the 
country’s ability to prepare for such a crisis. 

Before the most recent recession, when federal debt was 
below 40 percent of GDP, the government had some flex- 
ibility to respond to the financial crisis and severe reces- 
sion with policy changes. Such changes included using 
taxpayer funds to stabilize the financial sector, increasing 
spending, and cutting taxes — even as lower output and 
income automatically resulted in sharply lower tax reve- 
nues and higher spending on income-support programs. 

All told, as a result of lower tax revenue and higher spend- 
ing, federal debt as a percentage of GDP more than dou- 
bled from its 2007 level. If federal debt stayed the same or 
increased further in the future, undertaking similar poli- 
cies in recessions or fiscal crises would be harder. Hence, 
such developments could have larger negative effects on 
the economy and on people’s well-being. Moreover, the 
reduced financial flexibility and increased dependence on 
foreign investors that would accompany high and rising 
debt could weaken U.S. leadership in the international 
arena. 

Greater Chance of a Fiscal Crisis. A large and continu- 
ously growing federal debt would make a fiscal crisis in 
the United States more likely.^ Specifically, investors 
might become less willing to finance the government’s 
borrowing unless they were compensated with high inter- 
est rates. As a result, interest rates on federal debt would 
abruptly become higher than the rates of return on other 
assets, dramatically increasing the cost of future govern- 
ment borrowing. In addition, that increase would reduce 
the market value of outstanding government bonds. If 
that happened, investors would lose money. The poten- 
tial losses for mutual funds, pension funds, in.surance 
companies, banks, and ocher holders of government debt 
might be large enough to cause some financial institu- 
tions to fail, creating a fiscal crisis. A fiscal crisis also can 


6. Sec, for example. Carmen M. Reinhan and Vincenr R. Reinliart, 
“After the Fall,” Maaoeconomic Challenges: The Decade Ahead 
(Federal Reserve Bank of Kansas City, 2010), http://rinyurLcom/ 
Inmp6j (PDF. 1.6 MB); and Carmen M. Reinhart and Kenneth ,S, 
Rogoff, “The Aftermath of Financial Crises," /IwenciiK Economic 
Review, vol. 99, no. 2 (May 2009), pp. 466-472, hctp://dx.doi.oig/ 
10.i257/aer.99.2.466. Also see Luc Laeven and Fabian Valencia, 
Systemic Banking Crises Database: An Update, Working Paper 12/ 
163 (International Monetary Fund, June 201 2). htcp://rinyurI,com/ 
p2dvmy. 

7. For more information, see Congressional Budget Office, Federal 
Debt and die Risk of a Fiscal Crisis fluly 2010), w'ww.cbo.gov/ 
publicarion/21625- 
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Figure 1-2. 

Federal Debt, Spending, and Revenues 

Percentage of Gross Domestic Product 
150 ; 

!n CBO’s extended baseline, debt 
held by the public rises , . . 

0 ' ■ ^ ^ — i-, 





. . . because growth in total spending 
outpaces growth in total revenues, 
resulting in larger budget deficits, 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

GOP = gross domestic product. 


make private-sector borrowing more expensive because 
uncertainty about the government’s responses can reduce 
confidence in the viability of private-sector enterprises. 

Unfortunately, no one can confidently predict whether or 
when such a fiscal crisis might occur in the United States. 
In particular, the debt-co-GDP ratio has no identifiable 
tipping point to indicate chat a crisis is likely or imminent. 
Ail else being equal, however, the larger a government’s 
debt, the greater the risk of a fiscal crisis. 

The likelihood of .such a crisis also depends on economic 
conditions. If investors expect continued economic 
growth, they are generally less concerned about the 
government’s debt burden; conversely, substantial debt can 
reinforce more generalized concern about an economy. 
Thus, fiscal crises around the world often have begun 
during recessions — and, in turn, have exacerbated them. 


Continued 

Ifa fiscal crisis occurred in the United States, policymakers 
would have only limited — and unattractive — options for 
responding. The government would need to undertake 
some combination of three approaches; restructure the 
debt (that is, seek to modify the contractual terms of 
exisring obligations), use monetary policy to raise inflation 
above expectations, and adopt large and abrupt spending 
cuts and tax increases. 

Illustrating the Magnitude of the 
Long-Term Fiscal Imbalance 

One way to measure the severity of the long-term fiscal 
imbalance is to assess the changes in revenues or non- 
interest spending chat would be necessary to achieve a 
chosen goal for federal debt. CBO examined the implica- 
tions of two illustrative goals: Trying to ensure that 
federal debt in some future year would be at the same 
percentage of GDP that it is today and trying to make 
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A pfoiected boost in 
one type of revenues— 
individual income taxes— 
accounts foi the rise in 
total revenues in relation 
to GOP. Receipts from all 
other sources, taken 
together, are projected 
to decline. 



Individual income Taxes 


Payroll Taxes 

Corpoi'ste income Taxes 
Other Revenues'' 


a, Consists of spending on Medicare {net of offeetting receipts). Medicaid, and the Children's Health Insurance Program, as weli as outlays to subsidize 
health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 

b, Consists of all federal spending other than that for Social Security, the major health care programs, and net interest. 

c, Consists of excise taxes, remittances to the Treasury from the Federal Reserve System, customs duties, estate and gift taxes, and miscellaneous fees 
and fines. 


federaJ debt the same percentage of GDP in some future 
year chat it ha.s been, on average, over the pa.st 50 years. 
E.scimating the effects on federal debt of alternative 
paths for federal deficits offers another way to show the 
magnitude of the imbalance. 

The Magnitude of Policy Changes Needed to Meet 
Various Goais for Federal Debt. The scale of change.s in 
nonintere.st spending or revenue.s would depend on the 
target level of federal debt. Suppose that lawmakers set 
out to ensure that debt in 2046 would equal 75 percent 
of GDP (the current share). Cutting noninterest .spend- 
ing or raising revenues in each year, or both, beginning 
in 2017, by amounts totaling 1.7 percent of GDP 
(about $3.30 billion in 2017, or $1,000 per person) 
would achieve that result (see Figure 1-3).* Those 
amounts are calculated before macroeconomic feedback 
is taken into account. 


The projected effects on debt include both the direct 
effects of the specified policy changes and the resulting 
macroeconomic fec*dback to both spending and rcvcmie.s. 
That feedback reflects the positive economic effects of 
lowering the debt but no assumptions about the specifics 
of the policy changes. 

Those policy' changes, for example, could alter incentives 
to work and save, which would then affect overall eco- 
nomic output and have feedback effects on the federal 


8. That estimate !■: .similar to the fiscal gap escimaced ia last year's 
report. The key differences this year arc that the positive 
macroeconomic effects of lowering the debt have been 
incorporated and that the period of analysi.s is now 30 years rather 
than 25 (sec Appendix fi in this volume and Congressional 
Budget Office, Vje 20J.5 long- Tcnn Budget Outlook, 
www.cbo.gov/publicaaon/3025()). 
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Figure 1-3. 

The Size of Policy Changes Needed to Make Federal Debt Meet Two Possible Goals In 2046 


if lawmakers aimed for debt in 2046 to equal . . . 

39% of GDP 75% or GDP 

(Its 50-ye3.- 3v‘ersge)- (Its ciirref! ievei} 


Each year, they would need to Increase revenyes or reduce noninterest spending by . . . 


2.9% of GDP. 

which is 9qua! to a 


16% Increase in revenues 

ora 

14% Git in spending 


1.7% of GDP. 
which is equal to a 


9% M increase in fevenues 

Of an 

8 % cut in spending 


In 2017, that would amount to . . . 

$560 billion, which is equal to $1,700 per person $330 billion, which is equal to $1,000 pc*f person 


if the changes were increases (of equal percentage) in aii types of revenues, one effect 
in 2017 is that taxes per housetioid would be higher than under current law by . . 


$1,900 M m $1,100 

VaJiies are fortrouseholds in the tniddie fifth of We Income dtstribuUon. 
Under current taw. their taxes are projected to civemgc $12,200. 


If the changes were cuts (of equal percentage) In al) types of noninterest spending, one effect in 2017 
is that initial Social Security benefits would be lower than under current law by . . . 

$2,600 ■ $1,500 

Vad ies are svejages for swopls in me midtfle fifm of the tHefime earnings dstributlon wtw were horn in me 1950s 
,^fici wfto would claim benefits at age 65. Under current law. Bwir benofita are projected to bo $18,700. 


Sourcs: Congressional Budget Office, 

In this figure, the indicated si^es of policy changes are relative to CBO's extended ioaseline. The extended baseline generally reflects current law. 
following CBO’s 10-year baseline budget projections through 2026 and then extending most of the concepts underlying those baseline projections for 
the rest of the long-term projection period. The policy changes shown above are calculated before macroeconomic feedback is taken into account. The 
piojected effects on debt include botii the direct effects of Oie specified policy changes and the resulting macroeconomic feedback to both spending and 
revenues. That feedback reflects the positive economic effects of towering the debt but no assumptions about the specifics of the policy changes, 

GDP ■= gross domestic product. . .. 



106 


CH.\PTER ONE 

budget. If those changes came entirely from revenues or 
entirely from spending, they would amount, roughly, to 
a 9 percent increase in revenues or an 8 percent cut in 
noninterest spending in comparison with the extended 
baseline. 

Increases in revenues or reductions in noninterest spending 
would need to be larger than 1 .7 percent of GDP to reduce 
debt to the percentages of GDP that are more typical of 
chose in recent decades. Suppose that lawmakers wanted to 
return the debt to 39 percent of GDP (its average over the 
past 50 years) by 2046. One way to do so would be to 
increase revenues or cut noninterest spending (in relation 
CO current law), or do some combination of the two, be^n- 
ning in 2017 by amounts totaling 2.9 percent of GDP 
each year. (In 201 7, 2.9 percent of GDP would be about 
$560 billion, or $ 1 ,700 per person.) Again, the projected 
effects on debt include both the direct effects of the speci- 
fied policy changes and the resulting macroeconomic feed- 
back to the budget. That feedback reflects the positive 
economic effects of lowering the debt but no assumptions 
about the specifics of the policy changes. 

Lawmakers could adopt many combinations of policies 
to meet that goal, including the following: 

■ Increase all types of revenues by equal percentages. Such 
changes would represent an increase of about 16 per- 
cent, under the extended baseline, for each year in the 
2017-2046 period. For households in the middle fifth 
of the income distribution in 2017, for example, such 
increases would raise federal taxes per household by 
about $ 1 ,900, on average. 

■ Cut all types of noninterest spending by equal percentages. 
Such changes would represent a decrease of about 

14 percent for each of the next 30 years. For example, 
for people in the middle fifth of the lifetime earnings 
distribution who were born in the 1950$ and who 
claimed benefits at age 65, such cuts would lower their 
initial annual vSocial Security benefits by about 
$2,600, on average. 

The magnitude of the policy change.s needed to achieve a 
chosen goal for federal debt would depend, in part, on 
how quickly that goal was expected to be reached (sec 
Box 1-1). 

How Different Amounts of Deficit Reduction Would 
Affect Federal Debt. CBO also analyzed the effects of 
phasing in deficit reduction so that cumulative deficits 


THE 2016 LONG-TERM BLDGET OLTI.OOK 

(excluding interest payments and macroeconomic feed- 
back) would be either $2 trillion or $4 trillion lower 
throu^ 2026 than under the extended baseline. In later 
years, deficits would be reduced by the same percentage 
of GDP as in 2026. 

CBO estimates that under those paths — after adjustment 
for the economic effects of the reduction in debt — federal 
debt as a share of GDP would still be higher than the 
nation s historical average. The -$2 trillion path would 
result in federal debt equal to 96 percent of GDP in 
2046, well above today’s 75 percent. The -$4 trillion 
path would result in federal debt amounting to 55 per- 
t^nt of GDP in 2046 — lower than today’s level but still 
higher than the historical average. Under both illustrative 
paths, economic output would be slightly lower over 
the next few years but higher in 2046 chan under the 
extended baseline. Interest rates on federal debt would be 
lower in the long term. (Chapter 6 describes those results 
and the corresponding results for a budget path that adds 
$2 trillion to the deficit over the next 10 years.) 

Pro|ected Spending Through 2046 

Spending for the government’s programs and aaivicies, 
as well as its interest a)sts, is projected to be a higher 
percentage of GDP in coming years than it has been over 
the past several decades. Over the past 50 years, federal 
outlays (other than those for the government's net interest 
costs) have averaged 1 8 percent of GDP. However, since 
2009, noninterest spending has been well above that aver- 
age. both because of underlying demographic trends and 
because of temporary circumstances (namely, the finan- 
cial crisis, weak economy, and ensuing policies). Non- 
interest spending spiked to 23 percent of GDP in 2009 
but then declined to about 19 percent by 2014 as the 
economy recovered. Because of pressures from underlying 
demographic trends, CBO projects that noninterest out- 
lays would reach almost 20 percent of GDP this year and 
remain close to that percentage throughout the coming 
decade. During that rime, mandatory spending would 
generally increase as a share of the economy, whereas 
discretionary spending would decrease. 

After 2026, under the assumptions that govern the 
extended baseline, noninterest spending would continue 
to rise in relation to the size of the economy, reaching 
22.4 percent of GDP by 2046. (Table 1-2 on page 16 
summarizes CBO’s policy assumptions.) That increase 
would be mosdy the result of rising spending for Social 
S«niriry and the government’s major health care programs. 


13 
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Box 1-1. 

The Timing of Policy Changes Needed to Meet Various Goals 

In deciding how quickly to implement policies to put federal debt on a sustainable path— regardless of the 
chosen goal for federal debt— lawmakers face trade-offs. Reducing tiie deficit sooner would have several 
benefits— less accumulated debt, smaller policy changes required to achieve long-term outcomes, and less 
uncertainty about what policies lawmakers would adopt. However, if lawmakers implemented spending cuts or 
tax increases quickly, people would have iiWe time to plan and adjust to the policy changes. Those changes 
also would weaken the economic expansion over the next two years or so. By contrast, waiting several years 
to reduce federal spending or increase taxes would mean more accumulated debt over the long run, which 
would slow long-term growth in output and income. Also, reaching any chosen target for debt would require 
larger policy changes. However, waiting several years would affect the economy less over the next few years 
than if lawmakers implemented policy changes immediately. 

In addition, faster or slower impiementation of policies to reduce budget deficits would tend to impose 
different burdens on different generations. Reducing deficits sooner would probably require today’s older 
workers and retirees to sacrifice more and would benefit today’s younger workers and future generations. 

By contrast, reducing deficits later would require smaller sacrifices by older people and greater sacrifices by 
younger workers and future generations. 

CBO shows that collection of trade-offs in two ways. First, CBO estimated how the size of policy adjustments 
would change if deficit reduction was delayed. For example, suppose that lawmakers sought to return debt 
as a percentage of GDP to its historical 50-year average. But if the associated policy changes did not take 
effect until 2022, they would need to amount to 3.4 percent rather than the 2.9 percent of GDP that would 
accomplish that goal if the policy changes were made in 2017 (see the figure). Waiting five more years 
would require even larger changes, amounting to 4.3 percent of GDP. 


How Timing Affects the Size of Policy Changes Needed to Make Federal Debt Meet Two Possible Goals in 2046 


Starting 

Year 



Annual reduction in noninterest spending or 
increase in revenues needed to make federal debt 
field by the public in 2046 equal , , , 

Its current percentage f.>f GDP (75 percent) 

*7 its average DOf ctmtage of GDP fo!' 
the past so year.s (30 percent:! 


2027 



2 3 4 5 

Percentage of GOP 


Source: Congressional Budget Office. 
GDP = gross domestic product. 
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, " ' rv to Meet Various Goals 

Second. CBO studied how waiting to resolve the long-term fiscal imbalance would affect various generations 
of the U-S- population. In 2010. CBO compared economic outcomes under two policies. One would stabilize 
the debt-to-GDP ratio starting in a particular year; other would wait 10 years to do so.’ That analysis 
suggested that generations born after the earlier implementation date would be worse off under the second 
option. People born more than 25 years before that earlier implementation date, however, would be better off 
with delayed action— largely because they would partly or entirely avoid the policy changes needed to stabilize 
the debt. Generations born between those two groups could either gain or lose from delayed action, 
depending on the details of the policy changes.^ 

Even if lawmakers watted several years to implement policy changes to reduce deficits in the long term, 
making decisions about them sooner would offer advantages. With decisions reached sooner, people would 
have more time to prepare for the time when changes would be implemented. Also, policy changes that 
reduced future debt would hold down longer-term interest rates, reduce uncertainty, and enhance businesses' 
and consumers’ confidence. Therefore, output and employment in the next few years would increase. 


1. See Congressional Budget Office. Economic Impacts of Waiting to fleso/ve the Long-Term Budget Imbalance {December 2010}. 
www.cbo.govipublic3S.ion/2i959. That analysis was bas«l on a projection of slower grow&i in debt than CBO now projects, so 
the estimated effects of a similar policy today would be close, but not identical, to the effects esiimated in that earlier analysis. 
For a different approach to analyzing the cost of debt reduction for Afferent generations, see Felix Reich ling and 

Shinichi Nishiyama. The Costs to Different Generations of fancies That Close the Fiscal Gap, Working Paper 2015-10 
(Congressionai Budget Office. December 2015). www.cbo.gov/puWication/SIOS?, 

2. Those conclusions do not incorporate the possible negative effects of a fiscal crisis or effects that might arise from the 
government’s reduced flexibility to respond to unexpected challenges. 


In addition, CBO projects that, under current law, net 
outlays for interest would jump from 1 .4 percent of GDP 
this year to 3.0 percent 10 years from now as interest rates 
rise from their unusually low levels and debt accumulates. 
By 2046, interest costs would be 5.8 percent of GDP, 
bringing total federal spending to over 28.2 percent of 
GDP (see Figure 1-4). Only during World War II did 
federal spending constitute a larger share of the economy, 
topping 40 percent of GDP for three years. 

Spending for Social Security and 
Major Health Care Programs 

Mandatory programs have accounted for a rising share of 
the federal government’s noninterest spending over the 
past few decades, exceeding 60 percent for the past several 
years. Much of the growth has occurred because Social 
Security and Medicare — the largest mandatory pro- 
grams — benefit primarily people age 65 or older, a group 
that has been growing significantly. Federal outlays tor 
those two programs made up almost 40 percent of the 
government’s noninterest .spending, on average, during 
the pa.sr 1 0 years, compared with 16 percent 50 years ago. 

Projeaed Growth in Spending. CBO projects that 
spending for Social Security would increa.se noticeably as 
a share of the economy — from 4.9 percent of GDP in 


2016 to 6.3 percent in 2046. The agency’s projections of 
federal spending for Social Security incorporate the 
assumption that the laws governing that program will not 
change. For these projections, CBO also assumes that 
Social Security will pay benefits as scheduled under cur- 
rent law regardless of the status of the program's trust 
funds.’ That approach Is consistent with a statutory 
requirement that CBO’s lO-year baseline projections 
incorporate the assumption that funding for entitlement 
programs ts adequate to make all payments required by 
law.'® (For more on Social Security, sec Chapter 2.) 


9. The balances of the trust funds represent the total amount that the 
government is legally authorized to spend for cfiose purposes, 
CBO currently projects that, under current law. the two Social 
Security trust funds combined would be exhausted in 2029. For 
more about the legal issues related to exhaustion of a rm.st fund, 
see Noah P. Mes'erson. Social Seci<n^‘: What Would Happen If the 
Trust Funds Ran Out? Kitpon for Coiigre-ss RL3.3514 
(Coi^ressional Research Seivicc, .August 28, 2014), available from 
U.S. House of Representatives, Commitree on Ways and Means, 
2014 Green Book, Chapter 1; Social Security, “Social Securin' 
Congressional Researdi Sendex; Reports'’ (accessed july 8, 2016), 
http:/./go.ua.gov/cCXcG. 

10. Sec. 257(b)(1) of du- Balanced Budget and Em ergency Deficit 
Control Act of 1 985, Public Law 99- 1 7“ (codified at 2 U.S.C. 
§907(b){l) (2012)). 
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Table 1-2. 

Assumptions About Spending and Revenues That Underlie CBO’s Extended Baseline 

Assumptions About Spending 

Soda! Security As scheduled undercurrent law* 

Medicare M scheduled under current law through 2026; tfiereafter. projected spending depends on the 

estimated nuirtier of beneficiaries and healft care costs per beneficiary {for which excess cost 
growth is projected to move smoodily to a rale of 1.0 between 2027 and 2046f 

Medicaid As scheduled undercurrent law through 2026; thereafter, projected spending depends on the 

estimated number of beneftciaies aid heafth care costs per beneficiary (for which excess cost 
growth is projected to move smoothV to a rate of 1.0 between 2027 and 2046) 


Children's Health Insurance Program As projected in CBO's baseSne through 2026; remaining constant as a percentage of GDP thereafter 

Subsidies for Heafth Insurance As scheduled undercurrent law through 2026; thereafter, projected spending depends on the 

Purchased Through the Marketplaces estimated number of beneficiarfes, an additionai indexing factor for subsidies, and excess cost 
growth for private health insurwice premiums {which is projected to move smoothly to a rate 
of 1.0 between 2027 »id 2046} 

Other Mandatory Spending As scheduled under cunent law ttirough 2026; thereafter, refundable tax credits are estimated as 

part of revenue projections, and the rest of other mandatory spending is assumed to decline as a 
percentage of GDP at roughly the sane annual rate at which it is projected to decline between 2021 
and 2026” 


Discretionary Spending 


As projected in CBO's baseKne through 2026; remaining roughly constant as a percentage of GDP 
thereafter' 


Assumptions About Revenues 


individual Income Taxes 

As scheduted under cunent 

Payroi) Taxes 

As scheduled undercurrent 

Corporate Income Taxes 

As scheduled undercurrent 

Excise Taxes 

As scheduted undercurrent 

Estate and Gift Taxes 

As scheduted undercurrent 

Other Sources of Revenues 

As scheduted undercurrent 


Source: Congressional Budget Office, 

For CBO’s most recent 10-year baseline projections, see Congressional Budget Office. Updated Budget Projections: 2016 to 2026 (March 2016), 

www.cbo.gov/public3tion/51384, 

GDP = gross domestic product. 

a. Assumes the payment of full benefits as calculated under current law, regardless of toe amounts available in the program’s trust funds. 

b. In that projection, GDP includes the macroeconomic effects of the policies underlying the extended baseline. If it did not, the rest of other mandatory 
spending after 2026 would decline at precisely the same rate at which it is projected to decline between 2021 and 2026. 

c. In that projection, GDP includes the macroeconomic effects of the pcrficies underlying the extended baseline. If it did not. discretionary spending 
after 2026 would remain precisely the same (measured as a percentage of GOP) as projected for 2026. 

d- The sole exception to the current-law assumption applies to expiring excise taxes dedicated to trust funds. The Balanced Budget and Emergency 
Deficit Control Act of 1985 requires CBO’s baseiine to reflect the assumption that those taxes would be extended at their current rates. That law does 
not stipulate that the baseline include the extension of other expiring tax provisions, even if they have been routinely extended in the past. 
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Figure 1-4. 

Spending and Revenues in the Past and Under CBO’s Extended Baseline 


Percentage of Gross Domestic Product 


^lending 



Social Security 

Average, 

1966-2015 

Mai®=HeaWiCafS 

Programs* 

Otifer Noiimtwest 
Spending" 

•i2.Q 

Total 

Spending 

20.2 

2016 ^B4.9 

,^5.5 


1 1-4 

211 

2046 


^M7.3 

SS 

28.2 



Revenues 



fodivsduat 

Inco.me Taxes 

Average, ^ 

1966-2015 B 

Payroll Taxes 

Corporate 
income Taxes 

®2.1 

1.7 

Total 

Revcf'iues 

17.4 

2016 18.8 


|1.8 

17 

18.2 

2046 

«5.8 

|1-S 

1.5 

19.4 


Source: Congressional Budget Office. 


The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections trough 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

a. Consists of spending on Medicare (net of offsetting receipts). Medicaid, and the Children’s Health insurance Program, as weii as outlays to subsidize 
health insurance purchased through the marketplaces established under the Affordable Care Act and related spending. 

b. Consists of all federal spending other than that for Social Security, the major healthcare programs, and net interest. 

c. Consists of excise taxes, remittances to the Treasury from the Federal Reserve System, customs duties, estate and gift taxes, and miscellaneous fees 
and fines. 


In the extended baseline, spending for the major health 
care programs is projected to grow much foster than the 
economy. Those programs include Medicare, Medicaid, 
and the Children’s Health In.surance Program, as well a.s 
spending on subsidies for health insurance purchased 
through the marketplaces established by the Affordable 
Care Act (ACA) and related spending. ' ' 'fotal outlays 
for those programs over the next 30 years, net of offset- 
ting receipts, would increase from 5.5 percent of GDP 
now to 8.9 percent in 2046.'^ About three-quarters of 


1 1 . Spending related co .subsidies for insurance purcha.sed through the 
niarkctpl.accs (formerly called exchange.s in CBO's publications) 
include.^ .spending for subsidies for insurance provided through 
the Ra.sic Healrh Program, spending for the risk-adjustment 
reinsurance programs that were escabiished by the ACA to 
stabilize premiums for health insurance purcha.sed by individuals 
and sjnal! employers, and .speiuling to provide grants to states for 
establishing a marketplace. 

12. In particular, unless otherwise specified. Medicare ourlays are 
presented net of offsetting receipt.s — mostly cnnjllce-paid 
premiums, which reduce net ouchm for that program. 


that increase would come from .spending for the Medicare 
program. C-BO projects federal spending for the govern- 
ment’.s major health care programs for 2016 through 
2026 under the assumption that the laws governing those 
programs will, in general, remain unchanged. As with 
.Social Security. CBO as.sui:nes that Medicare will pay 
beitefits as scheduled under current law regardless of the 
■status of the program’s mtst funds. For projections 
beyond 2026, considerable uncertainty surrounds the 
evolution of the health care delivery and financing sys- 
tems. That uncercaint)' leads CBO to employ a formulaic 
approach: CBO combines estimate.s from the govern- 
ment’s health care programs of the number of expected 
beneficiaries with mechanical estimates of the growth in 
spending per beneficiary. (Chapter 3 describes the long- 
term projections for the major health care programs.) 

Causes of Spending Growth. The aging population and 
excess cost growth account for the projected rise (with 
respea to GDP) in spending on Social Security and the 



Ill 


18 THi; iQib iiiRM yrri<K>K 


jliv 20H) 


Figure 1-5. 

Causss of Projected Spending Growth in Social Security and the Major Health Care Programs 

Percentage of Gross Domestic Product 

Projected Change in Spending Behveen 2016 and 2046 
Because of Factors 

Other Than Aging and Because of 

Excess Cost Growth Because of Aging Excess Cost Growth 


Spending on Soda! Securffy 



Spending on the Mc^ Henith Care Programs 


6,1 



MecliciJid iwneficiaries’ share of the 
popiiifltron wfwjid increase ovtjr 
the tiRxt 10 years. Attei that, 
however, rising earnirjgs wouW 
renriei fewer pt>ople eiigibfe few 
Wtedicakf— so beneficiaries' share 
of the popiiiatioii wouWfaii. 




The number of Medicare and 
Medicaid beneficisrics who are 
65 Of older wouid grow as a share 
of the population, and the average 
age of those benefidaries vrouki 
hse. Both of those trends would 
increase spending. 


Spending per beneficiary, 
adju-sied for demographic 
char^ges. would grow more 
guickty ti?an potential GDP 
per person. 



11,0 



2016 


Spending on Social SezarHy and the Major Health Care Programs 



if not for aging and excess cost growth, speorfing on Sociai Security and ihr? mafor health care programs 
wotiid be 0.4 percentage points befow today's value of 11.0 percent, rather than the 16.3 percent, that CBO 
oroiects Syirig accounts for three-fifths of the tttff^■ence between those spemSing te'/els b<k! excess cost, 
gtowlir <01 the remaining two-fifths. 


16.3 



2046 


Source; Congressional Budget Office- 

Outlays for the major heaitti care programs consist of gross spending for Medicare {which does not account for offsetting receipts that are credited to the 
program), Medicaid, and the Children's Health insurance Program, as well as outlays to subsidize health insurance purchased through the marketplaces 
established under the Affordable Care Act anti related spending. 

Excess cost growth is defined as the extent to which the growth of health care costs per beneficiary, atijustecl for demographic changes, exceeds the 
growth of potential GDP per person. (Potential GDP is the maximum sustainable output of the economy.) 

This figure highlights the most impo.rtant ejects of aging and excess cost growth. Other effects, such as the effect of aging on the number of 
Social Security Disability insurance beneficiaries, are smaller. 

GOP ^ gross domestic product; - between zero and -0.1 percent. 
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major federal health care programs." Without aging or 
excess cost growth, spending on Social Security and 
major health care programs as a share of GDP in 2046 
would be 0.4 percentage points below today’s value of 
1 1.0 percent, CBO projects; in the extended baseline, 
chat spending is projected to be 16.3 percent of GDP (see 
Figure 1-5). Aging accounts for 3.3 percentage points, 
or roughly 60 percent of the difference. Excess cost 
growth accounts for the rest, at 2.3 percentage points. 

The Aging Population. The retirement of the baby boom- 
ers and continued increases in life expectancy will sub- 
stantially increase the share of the population that is of 
retirement age {65 and older). Between 2016 and 2046, 
that share will increase from 15 percent to 21 percent. 

Aging accounts for nearly all the projected long-term 
increase in Social Security spending as a percentage of 
GDP." Because of aging, the number of people who are 
65 or older would grow as a share of the population, 
leading to more Social Security beneficiaries and higher 
federal spending on benefits. 

Aging also contributes to the projected increase in spend- 
ing for major health care programs as a share of GDP — 
particularly for Medicare, the largest federal health care 
program. As the population ages, Medicare beneficiaries 
will make up more of the population. Beneficiaries will 
be older, on average, and older beneficiaries tend to have 
higher average spending. Both of those trends would 
increase Medicare spending. CBO estimates chat aging 
explains just under half of the increase in spending for 
major health care programs as a share of GDP between 
2016 and 2046. 


13. Excess cose growth is the extent to which health care costs per 
beneficiary, as adjusted for demographic changes, grow faster than 
potential GDP per capita. For the analysis of causes of spending 
growth, spending on major health care programs includes gross 
spending on Medicare, Medicaid, and the Children’.'? Health 
In.<iurance Program, as well as sub.sidies for health insurance 
purchased through the martcetplaccs and related programs. 

i 4. Spending under the scenario with no aging or excess cost growth 
is projected by setting the shares of the population by age at 
today’s proportion.s and by setting excess cost growth at rero. 

1 5. Excess co.sr growth accounts for a small portion of the difference 
between those sccnario.s in spending for Social Security in 2046. 
Accounting for excess cost growth increases spending on Social 
Security as a share of GDP slightly because higher spending on 
federal health care progrants leads to higher deficits, sbwing the 
growth of GDP. 
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Rising Health Care Spending per Beneficiary. Even chough 
growth in health care spending has slowed in recent years, 
CBO projects that excess cost growth will be greater than 
zero, on average, over the next 30 year,s (see Chapter 3). 
For major health care programs, excess cost growth 
account for just over half of the increase in spending as a 
share of GDP between 2016 and 2046. Thar contribu- 
tion occurs mainly because excess cost growth means that 
spending per beneficiary grows faster chan the potential 
GDP. Secondarily, such cost growth leads to higher fed- 
ciai debt — which slow.s the growth of GDP and therefore 
slightly raises spending as a share of GDP. 

Other Noninterest Spending 

In the extended baseline, total federal spending for 
everything other than Social Security, the major health 
care programs, and net interest declines to a smaller 
percentage of GDP than has been the case for more than 
70 years. During the past 50 years, such spending has 
averaged 12 percent of GDP. reaching as much as 
15 percent in 1968 and falling to as little as 8 percent in 
the late 1990s and early 2000s. CBO estimates that other 
noninterest spending will equal 9.2 percent of GDP in 
2016. Under the assumptions used for this analysis, 
that spending is projected to fall to 7.7 percent of GDP 
in 2026 and to 7.3 percent of GDP in 2046. 

Outlays foE discretionary programs as a share of GDP are 
projected to decline significantly over the next 10 years — 
from 6.5 percent to 5-2 percent — in part because of the 
constraints on discretionary funding imposed by the 
Budget Control Act of 2011. After 2026, discretionary 
spending is assumed to remain roughly constant as a 
percentage of GDP. 

Spending for mandatory programs other chan Social 
Security and the major health care programs also is pro- 
jected to decline as a share of the economy over the next 
10 years. Those mandatory programs include retirement 
programs for federal civilian and military employees, cer- 
tain veterans’ programs, the Supplemental Nutrition 
Assistance Program (SNAP), unemployment compensa- 
tion, and refundable tax credits. That spending accounts 
for 2.8 percent of GDP today and is projected to fail to 
2.5 percent of GDP in 2026, if current laws generally 
remain unchanged.'^’ In CBO's extended baseline, that 


!6. The law governing CBO’.s baseline projections (sec. 257(b)(2) of 
the Deficit Control Act) njakes exceptions for some programs, 
such as SNAP, that have expiring authorizations but that are 
turned to continue as currently authorized. 
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spending is projected to fall to 2. 1 percent of GDP by 
2046 — lower than at any point at lease since 1962, the 
first year for which comparable data arc available. (For 
more on other noninterest spending, see Chapter 4.) 

Net Interest Costs 

The government’s net interest costs are projected to 
more than double as a share of the economy over the next 
decade — from i .4 percent of GDP in 2016 to 3.0 percent 
by 2026. By 2046, those costs would reach 5.8 percent of 
GDP under the extended baseline. Net interest costs are 
projected to increase as interest rates rise from unusually 
low levels and as greater federal borrowing directly leads 
to greater debt-service costs. In addition, greater federal 
borrowing is projected to put further upward pressure on 
interest rates and thus on interest costs. Growth in net 
interest costs and growth in debt reinforce each other: 
Rising interest costs push up deficits and debt, and rising 
debt pushes up interest costs. 

CBO projects that interest rates will rise from today’s low 
races as the economy grows but that they still will be 
lower than they have been, on average, during the past 
few decades. Over the long term, interest rates are pro- 
jected to rise to levels consistent with factors such as labor 
force growth, productivity growth, the demand for 
investment, and federal deficits. According to CBO’s pro- 
jections, factors that push interest rates down from their 
historical levels — such as slower growth of the labor 
force — would outweigh factors that push interest rates up 
from their historical levels — such as rising federal debt. 
For example, in CBO’s late.st lO-year economic projec- 
tions, the interest race on 10-year Treasury notes would 
rise from 2.2 percent at the end of 2015 to 4.1 percent in 
2026. In the extended baseline, the rates on those notes 
would rise to 4.7 percent in 2046 — still below the average 
of 5.8 percent between 1990 and 2007. (CBO use.s the 
1990-2007 period for comparison because it featured 
stable expectations for inflation and no significant finan- 
cial crises or severe economic downturns.) 

The average interest rate on all federal debt held by the 
public tends to be lower than the rate on 10-year Treasury- 
notes. (In general, incere.st rates are lower on shorter-term 
debt than on longer-term debt; .since the 1930s. the 
average maturity of federal debt has been shorter than 
10 years.) On the basis of the agency’s projected spreads 
of interest rates and the term structure of federal debt, 
beyond 2026, CBO anticipates that the averse interest 
rate on federal debt will be about 0.4 percentage points 
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lower than the interest rate on i 0-ycar Treasury note,s. As 
a result, CBO projects that the rate will rise to 4.4 per- 
cent in 2046. 

Rising races will add significantly to interest costs and 
thus increa.se federal debt (as a share of the economy) in 
CBO’s extended ba.se!ine. Although interest races are pro- 
jected to remain notably below their average in recent 
decades, anticipated increase.s in rates account for roughly 
three-quarters of the projected iacrea.se in debt as a 
percentage of GDP by 2046. 

Projected Revenues Through 2046 

In CBO’s extended baseline, revenues are projected to 
a>nsiitute a larger share of GDP than they have, on aver- 
se, in recent decades. Over the past 50 years, federal 
revenues as a .share of GDP have averaged 17 percent — 
fluctuating between 15 percent and 20 percent as a re.suit 
of changes in tax laws and interactions between tax lavv 
and economic conditions. 

CBO projects that, under current law, revenues as a share 
of GDP would be roughly flat over the coming decade — 
fluctuating between 1 8.0 percent and 1 8.2 percent. For 
years beyond 2026, CBO assumes that the rules for ail tax 
sources will evolve as .scheduled under current law.'^ 
Under tho.se assumption.s, revenues would grow slightly 
faster than GDP beyond 2026. During that time, real 
bracket creep would continue to push a growing share of 
income into higher tax brackets because of growth in real 
(inflation-adjusted) income and the tax .system’s inter- 
action with inflation. Also, certain tax increases enacted 
under the ACA. especially the high-premium excise tax, 
would generate increasing revenues in relation to the 
size of the economy. By 2046, total revenues would be 
19.4 percent of GDP (see Chapter 5). 

Even if lawmakers enacted no future changes in tax law, 
the effects of the tax sy.stem in 2046 would differ substan- 
tially from today’s. Average taxpayers at all income levels 
would pay more of their income in taxes than similar 
taxpayers do now, primarily because more of their income 


17- The sole exceprion to that current-law as-sumption applies to 
expiring excise taxes dedicated to trust funds. The Deficit Control 
Act requires CBO’s baseline to reFlecc the as.surtipdon that those 
taxes would be extended at their current races. That law does not 
stipulate that the baseline include the extension of ocher expiring 
tax provisions, even if lawmakers have routinely exteitded them 
before. 
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would be taxed in higher brackets. Higher mai^inai tax 
rates on both labor and capital would dampen economic 
activity, reducing overall tax revenue from what it would 
be otherwise, CBO estimates. 

Economic and Demographic Projections 
Underljlng CBO’s Long-Term Projections 

Through 2026, the economic and demographic projec- 
tions in this report are the same as the agency’s lO-year 
baseline. For later years, CBO projects economic and 
demographic conditions according to its assessment of 
long-term trends. (Appendix A describes CBO’s economic 
and demographic projections). Those economic projec- 
tions reflect the effects chat projected fiscal policies — 
namely, increased federal borrowing and rising marginal 
tax rates — would have on the economy. Such effects 
would result in lower labor supply, a smaller stock of cap- 
ital, and lower output than would otherwi.se be the case. 
(Chapter 6 further describes how CBO as.sesses the long- 
term macroeconomic effects of federal tax and spending 
policies.) 

Economic Projections 

Future economic growth will be slower than over the past 
50 years, CBO projects, largely because of less growth in 
the labor force. The labor force is projected to grow by an 
average of 0.4 percent per year over die next 30 years, 
compared with 1.5 percent between 1966 and 2015. 
Contributing factors include the retiring baby boomers, 
declining birthrates, and declining participation in 
the labor force. In addition, rising debt would slow the 
growth of the capital stock and therefore future economic 
output. CBO also projects that total factor productivity 
will grow slighdy more slowly than its historical average, 
increasing by 1.3 percent per year, on average, from 2016 
to 2046. That average growth rate is about 0.2 percentage 
points slower than the average annual rate of nearly 
i.5 percent since 1950. Taking into account those and 
other economic variables, CBO projects that, under the 
extended baseline, real GDP would increase by 2.1 percent 
per year, on average, over the next 30 years, compared 
with 2.9 percent between 1966 and 2015. 

Another measure of economic growth is gross national 
product (GNP). Unlike the more commonly cited GDP, 
GNP includes the income that U.S. residents earn abroad 
and excludes the income chat foreigners earn in this 
country. GNP is therefore a better mea.sure of the 
resource,? available to U.S. households. In the extended 
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baseline, CBO projects that real GNP will increase by 
2.0 percent per year, on average, over the next 30 years, 
compared with 2.9 percent over the past 50 years. Rea! 
GNP per person would ri.se from $58,000 today to 
$86,000 (in 2016 dollars) in 2046, growing by 1.3 percent 
per year, on average, over the entire period. That growth 
rate is slower than the 1.9 percent experienced during the 
1966—2015 period. 

Demographic Projections 

Tlie size and age profile of the U.S. population affects 
budgetary and economic outcomes for the nation. The 
size of the labor force and number of Social Security 
beneficiaries are two examples. The U.S. population will 
grow from 328 million at the beginning of this year to 
400 million in 2046, CBO projects, expanding by 
0,7 percent per year, on average. That rate is slower than 
the 0.9 percent experienced over the past 50 years. The 
population’s age distribution will continue to shift over 
the coming decades as well, maintaining a long-standing 
historic^ trend. By 2046, 21 percent of the population 
will be age 65 or older, CBO anticipates, compared with 
1 5 percent today. 

I’o estimate the U.S. population in the coming decades, 
CBO projects rates of fenility, immigration, and mortal- 
ity. CBO anticipates an average of 1.9 children born per 
woman between 2016 and 2046, continuing a decline 
from the recent peak of 2. 1 in 2007. Net immigration 
will decline from an estimated 4.0 immigrants per thou- 
sand people today to 3.7 by 2046, according to CBO’s 
estimates. Mortality races — the number of deaths per 
thousand people in the population — for specific age and 
sex groups are expected to improve, on average, at the 
same rate each experienced from 1950 to 2012. 

Changes From Last Year’s 
Long-Term Budget Outlook 

Each time it prepares long-term budget projections, CBO 
updates them to incorporate legislative, economic, and 
technical changes. The projections of federal deficits 
and resulting debt presenred here are generally higher 
than those published in 2015.'*^ Much of that increase 
stems from reduced corporate and individual income 
raxes, resulting from the extension of tax provisions by 


18. For CBO’s iong-term projections for the 2015-2040 period, see 
Coi^essionai Budget Office. The 2015 Long-Term Budget 
Outlook (June 20! 5), www.cbo.gov/publication/50250. 
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che Consolidated Appropriations Act, 2016. Downward 
revisions to CBO’s economic forecast and technical 
changes have also, on net, increased projected deficits. 
(Appendix B describes the key revisions to the bud^ary 
projections since last year.) 

Projections in this report incorporate estimace,softhe 
macroeconomic effects of the fiscal policy that is projected 
to occur if current laws generally remained unchanged. 
That approach represents a departure from last year’s 
report, in which che detailed spending projections and 
che economic projections presented in Appendix A did 
not incorporate the macroeconomic effects of fiscal policy 
after the first 1 0 years. (Chapter 6 in last year’s report 
described estimates chat incorporated the macroeconomic 
effects of fiscal policy.) 

Taken together, legislative, economic, and technical 
changes affected CBO’s view of the long-term outlook 
for the federal budget in several ways. Under the 
extended baseline, CBO now projects that debt would 
reach 122 percent of GDP in 2040. compared with 


107 percent projected last year. (Those figures incorporate 
feedback to the budget from che macroeconomic effects 
of those paths for federal debt.) Higher deficits in this 
year’s report also mean that larger budgetary changes 
would be required to make federal debt equal today’s level 
in 25 5 ^ars (last year’s projection period). To ensure chat 
debt in 2041 would equal today’s level, lawmakers would 
have to cut noninterest spending or increase revenues 
(or undertake some combination of the two) by roughly 
1.7 percent of GDP in each year from 2017 through 
2041 (before taking into account macroeconomic feed- 
back). The projected effects on debt include both the 
direct effects of the specified policy changes and the result- 
ing macroeconomic feedback to the budget. That feed- 
back reflects the positive macroeconomic effects of lower- 
ing the debt but no assumptions about the specifics of the 
policy changes. Without those positive macroeconomic 
effects, that change would be 2.0 percent of GDP. Last 
year, for the 2016-2040 period, CBO estimated that 
doing so would require changes equal to 1 . 1 percent of 
GDP (excluding ail macroeconomic effects). 



116 


i 

The Long-Term Outlook for Social Security 


e 

^■^ocial Security, which was created in 1935, is the 
largest single program in the federal budget. The program s 
two components pay benefits to more chan 60 million 
beneficiaries in all. The larger of the two, Old-Age and 
Survivors Insurance (OASI), pays benefits to retired 
workers, to their eligible dependents, and to some survivors 
of deceased workers. The smaller, Disability Insurance 
(DI), makes payments to disabled workers and to their 
dependents until those workers are old enough to claim 
full retirement benefits under OASI. The Congressional 
Budget Office estimates that the program's mandatory 
outlays will total $911 billion in fiscal year 2016, account- 
ing for almost one-quarter of all federal spending.* 

During the program’s first five decades, Social Security 
spending grew from less than 1 percent of gross domestic 
product (GDP) in the early years to nearly 5 percent of 
GDP by 1983. That rise was attributable mainly to pro- 
gram expansions, particularly the 1956 creation of the DI 
program. From 1984 to 2008, Social Security spending 
averaged 4.2 percent of GDP. During the 2007-2009 
recession, GDP shrank, and the number of OASI and DI 
claimants rose unu,sually rapidly as the job market deteri- 
orated. That set of conditions, along with the higher- 
chan-average co.st-of-living adju,scment chat wa,s applied 
to benefits in January 2009, resulted in Social Security’s 
outlays reaching 4.7 percent of GDP in 2009. 

For several reason.s, spending has remained at about that 
level since then. The weakness in the economy resulting 
from the recession was temporary, but the burgeoning 
rate of retirement among baby-boom generation workers 
is having a lasting effect. In 2016, CBO estimates that 
Social Security outlays will be 4.9 percent of GDP. 


1. That amount consists of about S906 billion in benefits, about 
S5 billion in transfers to the Railroad Retirement Board, and less 
than Si billion in payments to the Treasury for administrative 
costs. CBO estimates that another S6 billion— ckssified as 
discretionary spending — will be spent to administer the program. 
In this report, spending for Social .Security generally refers to 
mandatory outlays. 


In coming decades, as more members of the baby-boom 
generation reach retirement age, a larger proportion of 
the population will receive benefits; as life expectancy 
continues to increase, those beneficiaries will collect 
benefits for a longer time. If foil benefits were paid under 
the formulas specified in current law, CBO projects. 
Social Security spending would rise steadily, reaching 
5.9 percent of GDP in 2026 and 6.3 percent of GDP m 
2046 (see Figure 2-1). 

How Social Security Works 

Because 72 percent (or 43 million) of its beneficiaries are 
retired workers or the spou.se.s and children of those recip- 
ients, Social Security is often characterized as a retirement 
program.^ In general, workers qualify for Social Security 
retirement benefits if they arc age 62 or older and have 
paid sufficient Social Security taxes for at least 10 years. 

Social Security also provides other benefits, including 
payments to the survivors of deceased workers — currently 
10 percent of beneficiaries. In addition, workers who 
have not reached the foil retirement age (FRA) and who 
are judged unable to perform “substantial” work because 
of a physical or mental disability can qualify for DI bene- 
fits, in many cases after a shorter period of employment 
than Is required to collect retirement benefits. (DI benefi- 
ciaries become retired-worker beneficiaries at the FRA 
with no change in benefit amounts.) Disabled workers 
and their spouses and children account for 18 percent of 
beneficiaries.^ In dollar terms, 71 percent ofSociai Security 
benefits are paid to retired workers and their dependents, 


2. For a more derailed description of the Social Security program, see 
Congressional Budget Office, Social Security Policy Options, 2015 
(December 2015), wvvw.cbo.gov/publicanon/5l0n. 

3. See Congressional Budget Office, Social Security Disability 
Insurance: Participation and Spending 2016), www.cbo.gov/ 
publicacion/51443, and Policy Options for the Social Seamty 
Disability Insurance Program (July 2012), www.cbo.gov/ 
publication/4342 1 . 
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Figure 2-1. 

Spending for Social Security 

Percentage of Gross Domestic Product 

8 : 

204S 

Spending for Socioi Security rose 

during the 2007 2009 recession. 

The baby boomers' retirement and 
increased iife expectancy wiii tead 
to stiii higher outlays as a 
perceritage of gross domestic 
product. 

2000 2005 20t0 2015 2020 2025 2030 2035 2040 2045 



Source; Congressional Budget Office. 

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-tenn projection period. The extended baseiine incorporates the assumption that 
spending for Social Security continues as scheduled even if its trust funds are exhausted. 


sufvivors receive 13 percent, and disabled workers and 
their spouse.s and children receive 16 percent.'* 

Benefits 

Retired workers and those who collect disabled worker 
benefits receive initial benefits that are based on their 
individual earnings hi,storics, indexed to changes in aver- 
age annual earnings for the U.S. workforce (including 
earnings that arc not subject to taxation under Social 
Security). After the first year of benefit eligibility, a cost- 
of-living adjustment is applied to account for annual 
growth in consumer prices, 

A worker’s birth year dctermine.s the age of ellgibilit>' to 
receive full OASI payments. For example, any eligible 
worker born before 1 938 could have claimed full retire- 
ment benefits at the age of 65. (Under current law, upon 
reaching the early eligibility age of 62, any eligible worker 
may claim reduced benefits.) According to a schedule 


4. Tlic caregorixiuions of bcatfit-s and bcncficiaric.s are nor complecd)' 
con.sisrenr -soinc people receive benefits in more than one cat^>r%'. 
F-or in-stance, in rhe cdciilacioas of the numi^ers of beneficiaries by 
category, retired wrkers who also receive survivors’ benefits are 
coiinred a.'! retired. But in die calculation of' rhe distribution of 
benefits, their benefit payments are prorated to the reriral-vvorker 
and suivivor categories. 


enaaed in the Social Security Amendments of 1983, rhe 
FR-^ is rising incrementally: For workers born between 
1938 and 1942, it increased by two months for each suc- 
cessive birth year, reaching 66 for workers who were born 
berween 1943 and 1954. The FRA will continue to rise 
gradually, starting at 66 and 2 months for workers who 
were born in 1955 (who will turn 62 in 20)7) and even- 
tually reaching67 for people born after 1959 (the youngest 
of whom will turn 62 in 2022). 

According ro CBO's current estimates, the initial average 
annual benefit for a retired worker born in the 1 940, s and 
claiming benefits at age 65 (that is, between 2005 and 
2014) was about $17,000 in 2013 dollars. For claimants 
with at least 20 years of earnings, those benefits replaced, 
on average, about 43 percent of their preretirement earn- 
ings (defined as the average of the final five years of a 
worker's substantial earnings before age 62). Over time, 


5. Earnings are substantial if rhey amount m at least half of a worker’s 
average indexed earnings. Worker.'; with fewer chan 20 years of 
earnings above 10 percenr of average annual earnings for the U.S, 
workforce arc excluded frotn rhis calculation. See Cilongrtssional 
Budget Office. (,BOs 2015 Long-Term ProjecHom for Social 
Security: Additional /nfbrmasm? {Deceml^er 2015), www.cbo.gtav/ 
publication/5104/. CBO will publish updated estimates of 
benefits and replticcmcnc rates larer in 2016. 
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the real (inflation-adjusced) value of initial benefits for 
retirees is likely to rise because initial benefits are based 
on beneficiaries’ previous earnings, indexed to avera^ 
wage growth in the United States, and because over the 
long term, growth in wages is expected to outpace inflation. 

Taxes 

The Social Security program is funded by dedicated tax 
revenues from two sources. Currently, 96 percent com« 
from a payroll tax — generally, 12.4 percent of earnings 
that are subject to that tax. Workers and their employers 
each pay half; self-employed people pay the entire 
amount. Earnings up to a maximum annual amount — 
Si 18,500 in calendar year 2016 — are subject to the pay- 
roll tax. That taxable maximum generally increases each 
year at the same rate as average earnings in the United 
States, and it has remained a nearly constant proportion of 
the average wage since the early 1980s. Because earnings 
have grown more for high earners than for others, the por- 
tion of earnings on which Social Security payroll taxes are 
paid has fallen from 90 percent in 1983 to 82 percent in 
2016. CBO expects that disparity in growth in earnings 
to continue for at least the next decade, causing the por- 
tion of earnings that is subject to the Social Security tax 
to fall to below 78 percent by 2026 and to remain near 
that level thereafter. 

The remaining share of tax revenues — 4 percent — is 
collected from income taxes on Social Security benefits. 
Recipients who file individual income tax returns must 
pay taxes on their benefits If the sum of their non-Social 
Security income (generally, adjusted gross income plus 
nontaxable interest income) and half of their benefits 
exceeds $25,000; the threshold for joint filers is $32,000. 
Under current law, those thresholds will remain the same 
over time — no adjustments are made to account for 
earnings growth or for inflation. 

Trust Funds 

Revenues from the payroll tax and the tax on benefits are 
credited to the Old-Age and Survivors Insurance Trust 
Fund and the Disability Insurance Trust Fund, which 
finance the program’s benefits. Social Security benefits 
account for 99 percent of total outlays from those two 
funds; the remaining 1 percent covers administrative 
costs. Interest on the balances is credited to the trust 
funds, bur because the interest transactions represent pay- 
ments from one part of the government (the general fund 
of the Treasury) to another (the trust funds), they do not 
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affect federal budget deficits or surpluses. Over the his- 
tory of the trust funds, receipts — tax revenues, interest 
payments, and occasional transfers from the general 
fund — have exceeded outlays. The trust funds’ balances 
stood at $2.8 trillion at the end of May 20 1 6. 

The Outlook for Social Security 
Spending and Revenues 

For some time, both the Social Security Administration 
and CBO have projected that, if full benefits were paid 
under the formulas specified in current law, the program’s 
spending would rise significantly during the coming 
decades. Average benefits per recipient are expected to 
continue to increase becau-se the earnings chat are the 
basis of those benefits will increase. Other things being 
equal, that relationship would tend to keep total benefits 
roughly stable as a percentage of GDP. However, a.s 
a larger share of the baby-boom generation reaches retire- 
ment age and as longer life spans lead to longer retire- 
ments, a significantly larger portion of the population 
will draw benefits. Those developments will combine to 
cause the total amount of benefits scheduled to be paid 
under current law to grow faster than the economy. In 
contrast, total revenues for the program are anticipated to 
decline slightly as a percentage of GDP. The faster growth 
projected for total benefits than for total revenues would 
create a shortfall in the program's finances. The amounts 
of Social Security benefits received and taxes paid, and 
the resulting gap between total revenues and benefits, will 
depend on changes in life expectancy, conditions in the 
labor market, and other factors. 

CBO’s extended baseline, which encompasses the period 
from 2016 through 2046, generally reflects the provisions 
of current law.*^ In keeping with the rules specified in the 
Balanced Budget and Emergency Deficit Control Act of 
1985, however, CBO’s extended baseline incorporates 
the assumption that scheduled payments will continue to 


6. CBO’s Social Securiry projections extend for 75 years, from 2016 
to 2090. However, the agency uses separate methods to make 
budgetary projections for the periods before and after 2046. 
Throi^h 2046, the extended baseline accounts for the effects of 
fiscal policy (notably, rising federal debt and marginal rax rates: see 
Chapter 6), Projections for rhe period after 2046 are governed by 
two assumptions; that federal debt remains con.sranc as a share of 
GDP and that maiginal tax rates remain unchanged from their 
2046 s'alues. 
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Figure 2-2. 

Population, by Age Group 


Age Groups 

M:Yo?'sofPeot)ie 
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Population Age 65 or Older as a 
Percentage of the Population Ages 20 lo 64 



2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 


Source: Congressional Budget Office. 

This figure shows actual data through calendar year 2013. the most recent ^rear for which such data are available. 


be made in full after a trust fund has been exhaasted, 
although there is no current legal authority to make such 
payments. The agency’s projections for StKial Security 
spending and revenues are based on a detailed micro- 
simulation model, which starts with data about individu- 
als from a representative sample of the population and 
projects demographic and economic outcomes for that 
sample through time. For each individual in the sample, 
the model simulates birth, death, immigration and emi- 
gration, marital status and changes to it, fertility, labor 
force participation, hours worked, earnings, and payroll 
taxe.s, along with Social -Security retirement, disability, 
and dependents’ and survivors’ benefits.' 

Demographic Changes 

According to CBO’s projections, the number of people 
who are .age 65 or older will increa.se by 37 percent 
between now and 2026, and it will increa.se by 75 percent 
between now and 2046 as the baby-boom generation ages 
and life expectancy increases (for more information on 
CBO’s demographic projections, .see Appendix A). In 
comparison, CBO anticipates increa.ses of just 3 percent 
and ] 4 percent in the population between the ages of 


.Sc:c C<ingrc:.s-si(>na] Biidgtr Office, CBO's Long-Term MoM: 
Art Ovi'rvieu;{]i.mc 2009), vv-\w.cbo.gov/publicarion/20807. 


20 and 64 os'er those .same periods. Today, that older 
group is one-quarter of the .size of the vounger group. 
The proportion is expected to incrca.se to 33 percent by 
2026 and to 38 percent by 2046 (see Figure 2-2). If cur- 
rent laws remained in place, more than 78 million people 
would collect benefits in 2026 and almost 100 million 
people would do so in 2046; currently, Social Security has 
more than 60 million beneficiaries. 

CBO expects chat future incre,i.scs in life expectancy will 
be larger for people with higher lifetime earnings; that 
expectation is consistent with the patrern of past increases.** 
Retirees with higher lifetime earnings receive larger bene- 
fits than do their lower-earning counterparts, so their 


8. Ufc cxpi-ctimc 7 is the ntjnibcr of additional years a person is 
exf.'ecK-ci to live ac a specified age, For more information on 
diflercnccs in life expectancy among groups with difFerenr earnings, 
see Barr\' Boswortli. Gary Rurclc.s.s. and K;in Zhang, “Whav 
Grtswing Life Expectancy (.laps Mean f<K the Promise of -Social 
Seairit)'” (Brookings, accessed July 8, 20 16). hup;//tinyuri.«>m/ 
ho69udx; Governinenc Accounrabilicy Office, Retirement Security: 
Shorter Lift Ex/iectimy Reduces Projected Lifcnme Benefits for Lower 
Earners, GAO'!6-354 (March 201.()). ^'ww.gao.gov/prodiicts/ 
GAO-16-.354; and Julian P. Crisria, The F.mpiricai Relationship 
Between Ufetime F.amin^ and Mortality, Working Paper 2007-1 ! 
(Congressional Budget Office, August 2007), www.cbo.gov/ 
publication/ i 9096. 
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greater increase in life expectancy will raise total future 
benefits, ail else being equal. Similarly, the greater 
increase in life expectancy of high earners will boost the 
ratio of lifetime Social Security benefits to lifetime Social 
.Security raxes for high earners relative to that of low 
earners, reducing the progressiviry of the system.’ 

Projected Spending and Revenues 

If current laws generally remained in place, spending for 
Social Security would rise from 4.9 percent of GDP in 
2016 to 5.9 percent in 2026 and to 6.3 percent in 2046, 
CBO projects. The share of Social Security spending for 
disability benefits would fall from 16 percent today to 
1 3 percent in 2046. Most disabled beneficiaries are 
between age 50 and the FRA. As the baby-boom genera- 
tion ages, the share of the population in that range will 
fall, and the share of the population over the FRA, most 
of whom receive OASI benefits, will rise. 

In contrast, taxes credited to the Social Security program 
would decline slightly as a share of GDP, according to 
projections in CBO’s extended baseline. Because Social 
Security payroll tax receipts constitute a fixed share of 
taxable earnings, and because taxable earnings are pro- 
jected to decline as a share of GDP, payroll taxes also 
would decline as a share of GDP — from 4.3 percent in 
2016 to 4.1 percent in 2046 {see Appendix A). However. 
CBO projects Increases in the number of Social Security 
recipients whose benefits are subject to taxation, the 
taxable share of their benefits, and their average income 
tax rates. (CBO’s tax projections are discussed in 


9. The ratio of lifetime benefits to taxes in .Social Security depends 
on the number of years that a recipient collects benefits, the 
annual benefit amounts, the number of years in which that 
recipient paid Social Security taxes, and the amount of taxes paid 
each year. In general, payments to benefidarics with low lifetime 
earnings replace more of their average lifetime earnings than do 
payments to higher-earning beneficiaries. But because low earners 
tend CO have a shorter life expectancy chan fiigher earners do. low 
earners tend to collect benefits for fewer years. All told, lifetime 
Social Security benefits as a share of lifetime earnings decrease as 
earnings increase, but estimates of that effect vary and depend on 
whether disabled and .survivor hcjieficiaries are included, how 
spousal benefits are accounted for, and how married couples are 
treaced. See, for example, Bariy P. Bosworch and Kathleen Burke, 
Differential Mortality and Retirement Benefits in the Health and 
Retirement Study 2014), pp. 5-6, http;//tin>mr!.com/ 
nqlhpyt. 
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Chapter 5.) Income taxes on Social Security benefits 
that are craiited to the Social Security trust funds would 
grow from ^out 0.2 percent of GDP today to 0.3 per- 
cent of GDP in 2046 under those circumstances. By 
2046, total Social Security tax revenues — from payroll 
taxes and taxes on benefits — would equal 4.4 percent of 
GDP, 0.1 percentage point below the current amount. 

In 2010, for the first time since the enactment of the 
Social Security Amendments of 1983, annual outlays for 
the program exceeded annual receipts, excluding interest 
credited to the trust funds. A gap between those amounts 
has persisted since then, and in 2015, outlays exceeded 
receipts, excluding interest, by about 8 percent. CBO 
projects that, as more people in the baby-boom genera- 
tion retire over the next 1 0 years, that gap would widen. 
Ac<»rding to CBO’s extended baseline projections. Social 
Security outlays would exceed the program’s revenues by 
31 percent in 2026 and by 44 percent in 2046. 

Financing of Social Security 

A common measure of the sustainability of a program 
that has a trust fund and a dedicated revenue source is iK 
estimated actuarial balance over a given period — that is, 
the sum of the present value of projected tax revenues 
and the current trust fund balance minus the sum of the 
present value of projected outlays and a year’s worth of 
benefits at the end of the period.'” For Social Security, 
that difiference is traditionally presented as a percentage of 
the present value of taxable payroll." 

Over the next 75 years, if current laws remained in place, 
the program’s actuarial shortfall would be 4.7* percent 
of taxable payroll, or 1 .6 percent of GDP, CBO projects 


1 0. A present value is a single number that expresses a flow of past and 
future income (in taxes) or payments (in benefits) in terms of an 
equivalent lump sum received or paid at a specific time. The value 
depends on the race of imeresr, known as the discount rate, used 
to translate past and future cash flows into current dollars at that 
time. To account for the difference between the trust fund’s 
current balance and the balance desired for the end of the period, 
the balance at the befptming is added ro the projected tax revenues 
and an additional year of costs at the end of the period is added 
to projected outlay's. 

11. Taxable payroll is total earnings (wages and self-employntent 
income) for employment covered by Social Security that is below 
the applicable annual taxable maximum. 


[‘Value corrected on July 22, 2016] 
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Tabte 2-1. 


Financial Measures for Social Security 


Projection Period 
(Calendar years) 

Income Rate 

Cost Rate 

Actuarial 

Balance 

(Difference) 

25 Years (2016 to 2040) 

14.9 ' 

As a Percentage of Taxable Payroll 

18.0 

-3,1 ’ 

50 Years (2016 to 2065) 

14.1 * 

18.3 

-4.1 ’ 

75 Years (2016 to 2090) 

13.9 • 

18.6 

-4.7 • 

25 Years (2016 to 2040) 

5.1 • 

As a Percentage of Gross Domestic Product 

6.1 

-1.1 

50 Years (2016 to 2065) 

4.7 

6.1 

-1.4 

75 Years (2016 to 2090) 

4.6 

6.2 

-1.6 


Source; Congressional Budget Office. 


[“Values corrected on July 22, 2016] 


These projections incorporate the assumption that spending for Social Purity continues as scheduled even if its trust funds are exhausted- Through 
2046. the projections incorporate macroeconomic feedback caused by rising federal debt and marginal tax rates. After 2046. they do not account for 
such feedback. 


Over each projection period, the income rate is the present value of anruial tax revenues plus the initial trust fund balance, and the cost rate is the 
present value of annua! outlays plus the present value of a year’s worth of benefits as a reserve at the end of the period, each divided by the present 
value of taxable payroll or gross domestic product. (The present value of a flow of revenues or outlays over time is a single number that expresses that 
flow In terms of an equivalent sum received or paid at a specific time. The present value depends on a rate of interest, known as the discount rate, that is 
used to translate past and future cash flows into current dollars.) ITie actuarial balance is the difference between the income and cost rates. 

To be consistent with the approach used by the Social Security trustees, the 25*. 50-, and 75-year projection periods for the financial measures reported 
here include 2016 and end in 2040, 2065, and 2090. respectively. 


{see Table 2-1).’“ In other words, it would be possible to 
pay the benefits prescribed by current law and maintain 
the necessary trust fund balances through 2090 if payroll 
raxes were raised immediately and permanently by about 
4.7* percent of taxable payroll, scheduled benefits were 
reduced by an equivalent amount, or some combination of 
tax increases and spending reductions of equal present 
value wa.s adopted.'' 


12. To be consistent with the 75-year acruariai balance reported by the 
Social Security trustees, the 75-year projection period used here 
begins in calendar yeir 20 16 and ends in calendar year 2090. The 
Social Security trustees have e.stimated that the program s 75'year 
actuarial shortfall would be 2.7 percent of taxable payroll. 

2.0“ percentage points smaller than CBO's projection. The larger 
shortfall projected by CBO primarily srems from differences in 
the projections of inrere.st rates and taxable payroll. Diflferences in 
projections involving life expectancy, fertility, and growth in the 
consumer price index also contribute (sec Appendix A). For 
details on the trustees’ projections, see Social .Security 
Administration, The 2016 Armuil Report of the Board of Trustees of 
the Federal Old-Age and Survivors Insurance and Federal Disabilipf 
Insurance Trust Funds (]\xne 2016). www ..ssa.gov/oact/tr/20l6. 


The estimates of the actuarial shortfall do not account for 
revenues or outlays after the 75-year projection period. 

A policy that either increased revenues or reduced outlays 
by the same percentage of taxable payroll each year 
needed to eliminate the 73-year .shortfiill would not nec- 
essarily place Social Security on a permanently stable 
financial path. Because shortfalls arc smaller earlier in the 
75-year projection period than they are later on, such a 
policy would create surpluses in the next several decades 
but result in deficits later and leave the system financially 
unbalanced after calendar year 2090. 

The measure of actuarial balance u,sed here is called the 
75-year open-group unfunded obligation becau.se, with- 
out a change in law, the program would continue to 
admit new participants. The open-group measure 
accounts for taxes paid by workers annually until 2090 
but does not consider the benefits that would be paid to 
those workers thereafter. Those new participants would 


13. The calculation of the actuarial balance excludes the effects of any 
macroeconomic feedback that would result from an increase in 
taxes or a reduction in benefits. 


[*VaIues corrected on July 22, 20 ! 6] 
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pay much more in taxes over the next 75 years than they 
would receive in benefits during that period. 

An alternative measure— sometimes called the closed- 
group unfunded obligation — shows the shortfall in the 
system that would occur if Social Security excluded anyone 
currently under the age of 1 5, thereby encompassing future 
taxes paid and benefits received only by people who are 
now age 1 5 or older. (Similar assessments are made of the 
financial outlook for private pension plans.) CBO esti- 
mates that, when measured as a percentage of taxable pay- 
roll, the 75-year closed-group shonfall as of 2016 is about 
two-thirds larger than the 75-year open-group shortfall. 

Another commonly used measure of Social Security’s 
sustainability is a trust fund’s date of exhaustion. CBO 
projects that, under current law, the DJ trust fund would 
be exhausted in fiscal year 2022 and the OASI trust fund 
would be exhausted in calendar year 2030. Because it is a 
common analjmcal convention to consider the D1 and 
OASI trust funds as combined, even though legally they 
are separate, this discussion focuses on them as one entity. 
In CBO’s extended baseline, the combined OASDI trust 
funds are projected to be exhausted in calendar year 2029. 

If a trust fund’s balance declined to zero and receipts were 
insufficient to cover benefits specified in law, the Social 
Security Administration would no longer have legal 
authority to pay full benefits when they were due. In 
the years after a trust fund’s exhaustion, annual outlays 
therefore could not exceed annual revenues. Under tho.se 
circumstances, all receipts to the trust fund would be 
used and the trust fund balance would remain essentially 
at zero.'"^ 

Social Security benefits can be projected in two ways: 
as payable benefits, which conform to the limits imposed 
by a trust fund’s balance and annual revenues, or as 


14. Noah P. Meyerson, Social Stcurity: What Would Happen If the Trust 
Funeis Ran Out’ Reporr for Congress RI,335 i 4 (Congressional 
Research Service, August 2014), available from the U.S House of 
Representatives, Committee on Ways and Means, 20N Green Book, 
Chapter 1; Social Security, “Social Security Congressional Research 
Service Reports” (accessed July 8, 2016), ht^://go.usa.gov/cOCcG. 
That report notes the entitlement created under the Social 
Security Act, cites other law that prohibits officials from making 
expenditures in exces,s of available funds, and acknowledges that the 
two create a potential conflia that must be resolved by the Congress 
or in the courts. 
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scheduled benefits, which reflect the benefit formulas 
specified in law, regardless of a trust fund’s balance. This 
report uses the latter approach, which is consistent with a 
statutory requirement that CBO, in its 10-year baseline 
projections, assume that funding for entitlement pro- 
grams is adequate to make all payments required by law.*”’ 

In 2030, the year after the combined trust funds are 
expected to be exhausted, revenues are projected to equal 
71 percent of scheduled outlays. Under those circum- 
stances, payable benefits would be 29 percent less than 
scheduled benefits. 

Social Security Benefits and PayToli Taxes, 

Depending on Birth Cohort 

The amount people pay in Social Security taxes and the 
amount they receive in benefits over a lifetime depend on 
when they were born.'^ Under current law, taxes and ben- 
efits alike are anticipated to be higher for people in later 
birth cohorts becau.se real earnings are projected to con- 
tinue to rise. Continuing increases in life expectancy also 
would contribute to growth in lifetime benefits because 
later cohorts are projected to live to receive Social Secu- 
rity benefits for longer periods. 

To compare Social Security benefits and taxes across gen- 
erations for this analysis, CBO calculated lifetime Social 
Security benefits and payroll taxes as the present value — 
discounted to the year in which a beneficiary turns 65 
and expressed in 2016 dollars — of all such benefits that 
workers would receive from the program or all payroll 
taxes they would pay to the program.’^ CBO measured 
the present value of benefits or taxes relative to the present 


15. See. 257(b)(1) of the Balanced Budget and Emergency Deficit 
Control Act of 1985, Public Law 99-177 (codified at 2 U.S.C, 
§907(b)(l)(2012)). 

16. For analysis of the distribution of Social Security benefits and 
taxes according to CBO's 20 1 5 long-term projections, see 
Congressional Budget Office, CBO's 2015 Long-Term Projections 
for SociiU Securipf: Additional Information (December 20 1 5), 
Exhibits 9-14, www.cbo.gov/publication/5i047. 

17. For this analysis, payroll t-axes include the combined shares paid 
by employers and employees. Benefits are net of income taxes 
paid on those benefits. They include all benefits except rhase paid 
to young widows and children. For a discussion of methods, see 
Congressional Budget Office, CBO's 2015 Long-Term Projections 
for Social Security: Additional Informa tion (December 20 1 5), 
Appendix, www.cbo.gov/publication/51 047. 
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Figure 2-3. 

Mean Lifetime Social Security Taxes and Scheduled Benefits as a Percentage of Lifetime Earnings 

Percent 
M • 



1940s 19505 1960s 1970s 1980s 

Birth Cohort 


Because increased life expectancy leads 
to longer retirements, people- in later 
birth cohorts will receive more from 
Social Security over a lifetime than those 
born earlier, even though they witi 
generaiiy contribute a smaller share of 
their earnings to payroll taxes. 


Source: Congressional Budget Office. 

This analysis includes only people who live at least to age 45. Payroli ta>res consist of the employer’s and employee's shares combined. 

Lifetime Social Security benefits are net of income taxes paid on those benefits. They include all benefits except those paid to young widows and 
children. 

Scheduled benefits are benefits calculated under the Social Security Act regardless of the balances in the program's trust funds. 


value of lifetime earnings, with a!! values adjusted for 
inflation (see Figure 2-3). That anaK-sis led to the 
following conclusions: 

■ Real average lifetime scheduled benefits as a percennige 
of lifetime earnings will generally be greater for each 
birth cohort than for the preceding one because life 
expectancy is projected to increase. Thus, mean 
lifetime benefits for people born in the 1950.s arc 
projected to be about 1 1 percent of their lifetime 
earnings. For people born in the 1980.s, that 
proportion will be 1 3 percent if they receive scheduled 
benefits. 


■ For two reasons, real average lifetime payroll taxes for 
each birth cohort relative to lifetime earnings will 
generally be slightly lc.ss chan chose for the preceding 
cohort: First, under current law, Social Security 
payroll taxes are a fixed share of earnings below the 
taxable maximum, and second, the portion of earnings 
that is subject to Social Security tax is projected to fall. 
Thus, the mc-an amount of lifetime payroll raxes for 
people born in the 1950s is projected to be 10 percent 
of their lifetime earnings. For people born in the 
1980s, char amount will be 9 percent. 
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The Long-Term Outlook for the 
Major Federal Health Care Programs 


A 

^^^■ilthough spending for health care in the United 
States has grown more slowly in recent years than it did 
previously, high and rising amounts of such spending 
continue to pose a challenge, not only for the federal 
government, but also for state and local governments, 
businesses, and households. Federal spending for the 
major health care programs rose from 2.0 percent of gross 
domestic product (GDP) in 1985 to 5.3 percent in 2015. 
Over approximately that same period, total national 
spending on health care services and supplies — that is, 
health care spending by all public and private sources 
combined — also increased, from 9.5 percent of GDP 
in 1985 to 16.6 percent, or about one-sixth of the econ- 
omy, in calendar year 2014, the most recent year for 
which such data are available.’ 

One significant factor underlying those trends is that, on 
a per-person basis, health care spending has grown faster, 
on average, chan the nation’s economic output over the 
past few decades. The Congressional Budget Office esti- 
mate.? that growth in health care spending per person out- 
paced growth in potential (or maximum .sustainable) 
GDP per person by an average of 1 A percent per year 
between calendar years 1985 and 2014.“ Key factors con- 
tributing to that faster growth were the emergence and 
increasing use of new medical technologies, rising per- 
sonal income, and (to a lesser extent in recent years) the 
declining share of health care costs that people paid out 


1 . Centers for Medicare & Medicaid Services, National Health 
Expenditure Accounts, “National Health Expenditures by Type of 
Service and Source of Funds, C7V 1960-2014’’ (accejoed March 30, 
2016), hctp.7/go.usa.gov/jmGY. 

2. As is explained later in this chapter, CBO derived that estimate 
after adjusting for demographic changes and giving greater weight 
CO more recent years (to more closely reflect current trends in 
spending for health care). 


of pocket. The effects of those factors were partly offset 
by those of other developments, including the increased 
prevalence of managed care plans in the 1 990s, the 
2007-2009 recession, and various legislated changes in 
Medicare’s payment policies. 

Outlays for the major health care programs consist of 
spending for Medicare, Medicaid, and the Children’s 
Health Insurance Program (CHIP), as well as spending 
on subsidies for health insurance purchased through the 
marketplaces established under the Affordable Care Act 
(ACA) and related spending.^ CBO expects that, under 
current law, federal spending on those programs would 
continue to rise substantially in relation to GDP.^ In 
CBO’s extended baseline, net federal spending for those 
programs grows from an e.stimated 5.5 percent of GDP in 
2016 to 8.9 percent in 2046: Net spending for Medicare 


5. Spending related to subsidies for insurance purchased through the 
matkctplaces (formerly called exchanges in CBO’s publications) 
includes spending for subsidies for insurance provided through 
rhe Basic Health Program, spending for the risk-adjustment and 
reinsurance programs chat were established by the ACA to 
stabilize premiums for health insurance purchased by individuals 
and small employers, and spending to provide grants to states for 
establishing a marketplace. 

4. Federal spending on those programs is mandatory; that is, it 
results from budget authority provided in laws orher than 
appropriation acts. Federal discrecionar}' spending on health 
care — that is. spending that is subject to annual appropriations — 
is not included in rhe budget projections described here: rather, it 
is included in projections for ocher noninterest spending (see 
Chapter 4). Such discretionary spending includes spending for 
health research and for health care provided by rhe Veterans 
Health .Administration. Some mandatory spending on health care 
(for example, spending for health insurance for federal retirees) is 
included in ocher noninterest spending; that mandatory spending 
represents a very small share of the federal budget. 
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amounts to 5.7 percent of GDP that year, and spending 
on Medicaid and CHIP, combined with outlays for subsi- 
dies for insurance purchased through the marketplaces 
and related spending, equals 3.1 percent.’’ 

The extent of growth in federal spending on health care 
in coming years will depend on many factors, including 
demographic changes and the behavior of households, 
businesses, and state and local governments. (It will also 
depend on federal laws and could thus be influenced by 
changes in those lasvs, but CBO’s extended baseline pro- 
jections, which cover the 30-year period ending in 2046, 
are based on the assumption that current laws generally 
will not change.) The first 10 years of CBO’s extended 
baseline projections of federal health care spending match 
its lO-year baseline projections.^ For the remaining 
20 years of the projection period, CBO uses a formulaic 
approach to project such spending because health care 
delivery and financing systems could evolve in a number 
of different ways in the long run. Specifically, the agency 
combined estimates of the number of people who will 
receive benefits from those government health care pro- 
grams w'irh fairly mechanical estimates of the growth of 
spending per beneficiary: 

■ The number of people receiving benefits from the 
major federal health care programs is, under current 
law, projected to increase during the next few decades. 
The most important foctor contributing to that 
increase is the aging of the population — particularly of 
the large baby-boom generation — which will increase 
the number of people who receive benefits from 
Medicare by about one-third over the next decade. 

■ The growth of spending per beneficiary relative to the 
growth of potential GDP per person in most of the 
major health care programs is generally projected to 
move from the average rate projected for the years 
2024 through 2026 (with certain adjustments) to 


5, Net iederai spending for Medicare refers to gross spending for 
Medicare minus ofhetcing receipts (mostly premiums paid by 
beneficiaries to the government), which arc recorded in the budget 
as offsets to spending. Net federal spending for all major federal 
health care progfam.s refers to gross spending for all those 
programs minus offsetting receipts for Medicare. 

6. The 1 0-year baseline referred to in this chapter ts the one issued in 

March 20 1 6. Sec Congressional Budget Office, Updated Budget 
Projections: 20! 6 to (March 2016), wvw.cbo.gov/ 

pubiicafion/51384. 
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1.0 percent in 2046, or about three-quarters of the 
average from 1985 to 2014. CBO projects that the 
growth rate will be lower in the future than it has been 
in the past for two reason,s; The agency anticipates 
that people will limit their spending for health care to 
maintain their consumption of other goods and 
services, and it expects that state governments, private 
insurers, employers, and the Centers for Medicare & 
Medicaid Services (CMS) will respond to the pressures 
of rising health care costs by taking steps to slow 
spending growth. 

Those projections are subject to considerable uncertainty 
(as Chapter 7 explains). One challenge, in particular, is 
assessing how much of the recent slowdown in the 
growth of health care spending can be attributed to tem- 
porary factors, such a.s the rece,ssion, and how much 
reflects more enduring developmenus. Several studies 
have concluded that the slowdown is not entirely the 
result of the weak economy, but they differ considerably 
in their assessment of other factors' importance. CBO’s 
own analysis found no direct link between the rece,ssion 
and slower growth in Medicare spending.** Accordingly, 
over the past .several years, the agency has substantially 
reduced its 10-year and long-term projections of 
Medicare and Medicaid spending per beneficiary. 

Overview of the Major Federal 
Health Care Programs 

Health care in the United States is financed by a combi- 
nation of private and public sources, mostly through 
various forms of health insurance. Many people obtain 
insurance through government programs such as 
Medicare. Medicaid, and CHIP. In addition, most private 
health insurance coverage is .subsidized through the fed- 
eral tax code, which allows employers and employees to 
exclude their shares of the cost of employment-based 
coverage from income and payroll taxes, or through 
refundable tax credits for people who purchase coverage 
through the health insurance marketplaces established by 


7. See, for example, Amitabh Chandra, Jonathan Holmes, and 
Jonathan Skinner, “Is This Time Different? The Slowdown in 
Healtli Care Spending," Brookinp Papers on Economic Activity 
(Pali 201.3), pp. 261-.323. http://rinyuri.com/7-c8w5v2. 

8. Michael Levine and Melinda Buntin, Why Has Growth in 
Spending/or Fee-forService Medicare Slowed! Working Paper 
2013-06 (Congressional Budget Office, Augu.st 2013), 
www.cbo.govr'publication/445 1 -3- 
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Figure 3-1. 

National Spending for Health Care, 2014 

Total health care spending amounted to $2.9 triilion in calendar year 2014, about half of which was private spending. The federal 
government subsidizes a substantial part of that private spending, primarily through the lax exclusion for employment-based health 
Insurance- 


Total HeaWi Care Spending: $2.9 TriifiGn 



Public Spending: $1.4 Trillion, or 48 Percent Private Spending; $1.5 Tristio?!. or 52 Percent 


Source: Congressional Budget Office, using data from the Centers for Medicare & Medicaid Services. 

CHIP = Children’s Health Insurance Program. 

a. Refers to gross spending for Medicare, which does not account for offsetting receipts ttiat are credited to the program. Those offsetting receipts are 
mostly premium payments made by beneficiaries to the government. 

b. Includes federal and state spending. 


the ACA.’^ This chapter fbcu.ses on federal spending (or 
outlays) for health insurance; the effects of tax provisions 
related to health insurance on federal revenues are 
included in the projections presented in Chapter 5. 

In calendaryear 2016, on an average monthly basis, 

57 million people will be enrolled in Medicare, 77 million 
will be enrolled in Medicaid, about 6 million will be 
enrolled in CHIP, and about 12 million will be covered 
by insurance purchased through the marketplaces, CBO 
estimates. Among people who are under age 65. most — 
about 155 million — will have private health insurance 
obtained through an employer, roughly 9 million will be 
covered by a nongroup policy purchased directly from an 
in, surer, and about 27 million (or 10 percent of the under- 
65 population) will be uninsured, CBO and the staff of the 
Joint Committee on Taxation (JCT) e-stimate.'” 


9. CBO and the Joint Committee on Taxation c-uimarc that the tax 
pa'ferences that subsidize employment-based coveri^e for people 
under age 65 will total about S268 billion in 2016— a sum chat is 
mughly ci|iial to feilera! spending in tliac year for Medicaid 
benefits provided to noninsiitutionalized [wople under age 65. For 
more information, see Congres.siona! Budget Office, Federal 
Subsidies for Health Insurana' Coverage jbr People Under Age 65: 
2016 to 2026 (.March 2016), w\w,cbo-gov/publicar!on./51385. 


In calendar year 2014, national spending for health care 
was an estimated S2.9 trillion (sec Figure 3-1).“ Of that 
amount, 52 percent was initially financed by private 


10. .See Congressional Bucket Office, Federal Subsidies for Health 
hunranee Cot^rage for People Under Age 65‘- 2016 to 2026 
{March 2016), www.cbo-gov/pubiicacion/5 1,385. The sum of 
chose estimates exceeds CBO’.s e.stimate of the total population 
because some people will have multiple sources of coverage and 
CBO ha.s not assigned a pririvary source to such people. For 
example, currently, about 8.5 million people with Medicaid 
coverage arc also covered by Medicare, which is their primary 
source of coverage. For inhirmacion about people eligible for 
benefits through both programs, see Congre,ssiotial Budget Office, 
ihutl-FJigible Beneficiaries of Medicare and Medicaid: 
Chiiracteristia, Health Care Spending, and Evolving Policies 
(June 2013), www,cl>o.gov/publkation/44308. 

11. TTiis rcfwrt definc's national .spending for health care a.s the health 
consumption expenditures in the national health expenditure 
accounts maintained by the Centers for Medicare & Medicaid 
Services. That definition excludes .spending on medical re.search, 
structures, and equipment but includes administrative co.sts for 
insurers and all spending on medical goods .xnd servicf.s. With 
spending for tlnwc excluded caregofic.s added to the total, national 
spending for health carevs-its S.3.0 trillion in calendaryear 20.14. 
For more informanon, .see Anne B. Martin and others, “National 
Health Spending in 2014; Fa.stef Growth Driven by Coverage 
Expansion and Prescription Drug Spending," Health Affairs. 

vol. 35, no. I 0aiiuar\'2Ol6). pp. !50-i60, http://dx-doi.QW 
10.!377/hlrhaff.20l5.U94. 


33 


127 


34 THE 20 ! 6 LONG-TERM BUDGET OUTLOOK 

sources — 34 percent came from private health insurers; 

1 i percent, from consumers in the form of out-of-pocket 
spending; and 6 percent, from other sources of private 
funds, such as philanthropy.*^ The remaining 48 percent 
of national spending on health care was public: Gross 
federal spending for Medicare accounted for 22 percent 
of the total; federal and stare spending for Medicaid and 
CHIP, for 18 percent; and spending on various other 
programs (including those run by state and local govern- 
ments’ health departments, by the Department of Veterans 
Affairs, and by the Department of Defense), for 8 p^rrent. 

Medicare 

In 2016, according to CBO’s estimates. Medicare will 
provide health insurance to about 57 million people who 
are at least 65 years old, are disabled, or have end-sta^ 
renal disease. Most people become eligible for Medicare 
when they reach 65; about 85 percent of enrollees arc 
65 or over. Disabled people generally become eligible 
24 months after they qualify for benefits under Social 
Security’s Disability Insurance program.'-' 

The Medicare program provides a specified set of bene- 
fits. Hospital Insurance (HI), or Medicare Part A, covers 
inpatient hospital services, care provided in skilled nurs- 
ing fecilities, home health care, and hospice care. Parc B 
mainly covers services provided by physicians, other prac- 
titioners, and hospitals’ outpatient departments. Part D 
provides a prescription drug benefit, which is administered 
by private insurance plans. 

Most enrollees in Medicare are in the traditional fee-for- 
servicc program, in which the federal government pays 
for covered services under Parts A and B directly, but 
about 30 percent have opted for Part C of the program, 
known as Medicare Advantage, in which they receive 
Medicare benefits through a private health insurance 


12. For the puqjoscs of that analysis, out-of-pocket payments include 
payments made to satisfy cosr-.sharing requirements for «rviccs 
covered by insurance as well as payments for services not covered 
by insurance. They do not, however, include the premiums rhat 
people pay for health insurance— because premiums fimd the 
payments that insurers provide, which have already been 
accounted for. 

13. People with amyotrophic lareral sclerosis (also known as 

Ix3U Gehrigs disease) and rho.se with end-stage renal disease are 
exceptions: Those with Lou Gehrig’s disease become digible wdiai 
their Disability Insurance benefits .start; those with end-stage renal 
disease usually become eligible for Medicare on the fim day of the 
fourth month of dialysis treatment. 
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plan. In 2015, gross spending for Medicare was $634 bil- 
lion, and net spending (chat is, gross spending minus 
ofBetting receipts, which mostly consist of beneficiaries’ 
premium payments to the government) was $540 billion. 

Parts A, B. and D of the program are financed in different 
ways. Outlays for Part A are financed by dedicated 
sources of income credited to a fund called the Hospital 
Insurance Trust Fund. The primary source is a payroll tax 
(amounting to 2.9 percent of all earnings); the other 
sources are a 0.9 percent tax on earnings over $200,000 
(or $250,000 for married couples) and a portion of the 
federal income taxes paid on Social Security benefits. 

For Part B, premiums paid by beneficiaries cover just over 
one-quarter of outlays, and the government’s general 
fund covers the rest. Enrollees' premiums under Part D 
are set to cover about one-quarter of the cost of the basic 
prescription drug benefit (although many low-income 
enrollees pay no premiums), and the general fund covers 
most of the rest. Federal payments to private insurance 
plans under Part C comprise a blend of funds drawn from 
Parts A, B, and D. All told, in 2015, about 40 percent of 
gross federal spending on Medicare was financed by the 
HI crust fund’s dedicated taxes, about 1 5 percent came 
from offsetting receipts, and the rest came from other 
sources (mostly transfers from the general fund), CBO 
estimates. 

In the fee-for-servicc portion of Medicare, beneficiaries’ 
cost-sharing obligations (that is, what they are obliged to 
pay out of pocket) vary widely by type of service, and the 
program does not set an annual limit on the health care 
costs for which beneficiaries arc re.sponsiblc. However, 
the great majority of beneficiarie.s — about 84 percent of 
them in 201 1, according to one recent study — have sup- 
plemental insurance that covers many or all of the pro- 
gram’s cost-sharing requirements.'' The most common 
sources of supplemental coverage are plans for retirees 
offered by former employers, Medicare Advantage plans, 
individually purchased policies (called medigap insurance), 
and Medicaid. 


14. The thresholds for the 0.9 percent rax are not indexed for 
inflation. Certain people are subject to an additional 3.8 percent 
tax on unearned income that i.s ofRcially labeled a Medicare tax 
even though the revenues are credited to the government’s general 
fond rarfier than to the HI trust fond. 

15. Medicare Payment Advisory Commission, A Data Book: Health 
Care Spending and the Medicare Program (June 2015), p. 23, 
hHp;//go.usa.gov/.xqRnk (PDF, L7 MB). 
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The Medicare program inciudes a number of incentives 
and mechanisms that could reduce spending growth in 
the program over time: 

■ The program’s premiums and cost sharing will 
consume a growing share of beneficiaries’ income — 
because the growth of health care spending in general 
is projected to outpace the growth of income — and 
that will constrain demand for some Medicare 
services. 

■ The rules governing the annual updates that arc made 
to Medicare’s payment races for health care services 
will generally cause chose updates to be smaller than 
the increases in the prices of inputs (namely, labor, 
supplies, capital equipment, and facilities) used to 
deliver care. 

■ Changes being made in the structure of Medicare’s 
payments to providers, such as financial incentives to 
reduce hospital-acquired infections and readmissions, 
may help hold down federal spending. 

■ The Center for Medicare & Medicaid Innovation, 
an arm of CMS, is testing ways to modify rules and 
payment methods that could reduce costs without 
impairing the quality of health care; the changes that 
prove effective may be expanded by the Secretary of 
Health and Human Services (HHS). 

W If the race of growth in spending per beneficiary is 
projected to exceed specified targets in certain years, 
an independent Payment Advisory Board is required 
to submit a package of changes in program rules that 
would reduce Medicare spending in those years, and 
the Secretary of HHS is required to implement those 
changes.'*^ 

Medicaid 

A joint federal-state program, M^icaid pays for health 
care services, mostly for low-income people. In any given 
month in 2016, an average of about 77 million people 
will be enrolled in Medicaid, CBO c.stimates. Nearly half 
of Medicaid’s current enrollees are children in low- 
income families, slightly more than one-third are adulK 
underage 65 who arc not disabled, and the remaining 
one-fifth or so are people who are at least 65 orwdio are 


16. If rile board failed to a package of program changes that 

would achieve the target .savings, the Secretaiy would be required 
to develop and implement such changes. 
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disabled. Expenses for beneficiaries who are 65 or older 
or vidio have disabilities, many of whom require long- 
term care, tend to be higher than those for other benefi- 
cijutes. in 2015, almost one-quarter of federal spending 
for Medicaid benefits was for long-term services and sup- 
ports, a category that includes institutional care provided 
in nursing homes and certain other facilities as well as 
care provided in a person’s home or in the community. In 
that year, people age 65 or older and people with disabili- 
ties accounted for about half of federal spending for 
Medicaid benefits. ' ' 

States adininisecr their Medicaid programs under federal 
guidelines that mandate a minimum set of services chat 
must be provided to certain categories of low-income 
people. The required services include inpatient and out- 
patient hospital services, services provided by physicians 
and laboratories, comprehensive and preventive health 
care services for children, nursing home and home health 
care, and rransportation. The required eligibility catego- 
ries include famUie.s that would have met the financial 
requirements of the Aid to Families With Dependent 
Children program when it existed, people age 65 or over 
and disabled, people who qualify for the .Supplemental 
Security Income program, and children and pregnant 
women in families with income below 138 percent of 
the federal poverty guidelines (also known as the federal 
poverty level, or FPL).** 

In addition, under an option created by the ACA, states 
are permitted but nor required to expand eligibility for 
Medicaid to adults under age 63 whc«e income is equal 
to or less than 138 percent of the FPL.'^ By the end of 


1 7. Congressional Budget Office, “Baseline Projections for .Selected 
Programs; Medicaid” {March 2016), wvwv.cbo.gov/pvihlic3tion/ 
5I30J. 

18 . In 1996. tlvc Aid to Families With Dependent Children (AFDC) 

program, whidv provided cash assistance to bw-iivconre femilies, 
was replaced by the Temporary A.ssis«irvce for Needy Families 
(TANF) program. Under AFDC rules, recipients generally received 
Meduaid benefits aiitomacicaily. When TANF replaced AFDC, 
TANF recipients did not automatically qualify for Medicaid, but 
the Congress established a new catc^w under Medicaid whose 
eligbiliw criteria matched the ftvrmer AFDC criteria. The FFL is 
currently $24,300 fora family of four. See Department of Health 
and Human Services, Office of the As.sistant Secretaty for 
Planning and FyaJuatfort, "Poverty Guidelines” (}anuaw 201.6), 
httpst/Za.'^.hhs.gov/povern'-guidelirtcs. 

19. The stature specifies a threshold of 133 percent of the FPL, but 
an automatic deduction to income equal to 5 percent of the 
FPL effccrivdy makes the threshold 138 percent of the FPL. 
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calendar year 2015, 30 states and the District: of Columbia 
had expanded their programs; about half of the people 
who meet the new eligibility criteria reside in those states, 
CBO estimates.’** 

As long as they meet federal requirements, state govern- 
ments have substantial flexibility to determine eligibility, 
benefits, and payments to providers under Medicaid. 
They may choose to make additional groups of people 
eligible (such as people who have income above the usual 
eligibility thresholds but whose medical expenses exceed a 
certain portion of their income} or to provide additional 
benefits (such as coverage for prescription dru^ and 
dental services). Moreover, many states seek and receive 
waivers of federal statutory limitations that allow them to 
provide benefits and cover groups that would otherwise 
be excluded. 

'I’he federal government's share of spending for Medicaid 
benefits varies by state. That share averaged alxtut 57 per- 
cent for many years, but it has increased in recent years. 
For those enrollees who were made eligible by the ACA. 
the federal government will pay all costs through 2016, 
a slightly declining share of costs each year from 2017 to 
2019, and 90 percent of costs in 2020 and beyond. 

In 20 1 5, federal spending for Medicaid amounted to 
$350 billion. Of that amount, $319 billion went to bene- 
fits for enrollees, and the remainder covered payments to 
hospitals that served a disproportionate share of Medicaid 
patients and unin.sured, low-income patients; costs for 
the Vaccines for Children program; and administrative 
expenses.^' States spent $205 billion on Medicaid that 
year, CBO estimates.^' 

Children’s Health Insurance Program 

CHIP, a much smaller joint federal-state program, pro- 
vides health insurance coverage for children in families 


20. Congressional Budget Office. FecUral Subsidifs for Health hisurance 
Coverage for People Under Age 65: 2016 to 2026 (March 2016). 
w%vw.cbo.gov/publicarioti/5 1 385. 

2 1 . The Vaccine.s for Children program helps provide vaccines to 
tho.se children under age 1 9 whose parents or guardians may not 
be able to afford them. The eligible group includes people who are 
Medicaki-cligibic or uninsured. 

22. CBO’s calculations rely on unpublished dara from states’ filings of 
Form CMS-64 for fiscal year 2015. States use that form to report 
their quarterly spending for Medicaid benefits and administrative 
activities to CMS. 
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whose income, though modest, is too high for them to 
qualify for Medicaid. States have discretion to determine 
the income threshold for eligibility, but it generally falls 
between 138 percent and 300 percent of the FPL. Nearly 
6 million people will be enrolled in the program, on aver- 
age, during 2016. Like Medicaid, CHIP is administered 
by the states within broad federal guidelines. Unlike 
Medicaid, however, CHIP has a fixed nationwide limit 
on federal spending. In 2015, federal spending on CHIP 
was $9.2 billion."'^ The federal share of CHIP spending 
varies among the states but usually averages about 
70 percent.’’’ 

Subsidies for Insurance Purchased Through the 
Health Insurance Marketplaces 

Many people can buy subsidized insurance through the 
marketplaces operated by the federal government, state 
governments, or partnerships between federal and state 
governments. There are two kinds of subsidies: rax credits 
to help pay for premiums and cost-sharing subsidies to 
reduce our-of-pocket expenses, such a.s deductibles and 
copayments. The premium tax credits are refundable: A 
large portion is paid to taxpayers and categorized as out- 
lays, and a smaller ponion reduces taxes paid, which in 
turn reduces income tax revenue.^. To qualify for the pre- 
mium tax credits, a person generally must have household 
income between 100 percent and 400 percent of the FPL 
and must not have access to certain ocher sources of 
health insurance coverage, including coverage through an 
employer that meets the law’s definition of affordable and 
coverage from a government program, such as Medicare 
or Medicaid. To qualify for the cost-sharing subsidies, a 
person must meet the requirements for the premium tax 
credits, enroll in what the law defines as a silver plan 
(which covers about 70 percent of the cost of covered 
benefits), and have household income below 250 percent 
of the FPL. 

The size of a person's premium tax credit is the difference 
between the cost of the second-lowest-cost silver plan 
available to him or her and a specified percentage of his 
or her household income. For example, for calendar year 


23. Cofjgressional Budget Office, “Baseline Projections for Selecced 
Programs: Children's Health Insurance Program ' (March 2016), 
www.cbo.gOv/publicaTicm/5 1 296. 

24. For fi.scai years 20 i6 through 2019, the federal share of CHIP 
spending is expected to average 93 percent, reflecting a temporary 
23 percentage-point increase in the federal share of spending for 
that prt^ram. 
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2016, the tax credit was set so that people with income 
between 100 percent and 133 percent of the FPL would 
pay 2.03 percent of their income to enroll in the second- 
lowest-cost silver plan, while people with higher income 
would pay a larger share of their income, up to 9.66 per- 
cent for those with income between 300 percent and 
400 percent of the FPL. If a person’s premium for such a 
plan is less than the applicable percentage of income, that 
person receives no tax credit. The amounts that enrollees 
must pay are indexed so that the subsidies cover roughly 
the same portion of the premiums over time. After calen- 
dar year 2018, however, an additional indexing fector 
may apply in some years; if that factor applied, the share 
of the premiums that enrollees paid would increase, and 
the share of the premiums that the subsidies covered 
would decline.^^ 

Spending related to subsidies for insurance purchased 
through the marketplaces consists of outlays for the risk- 
adjustment and reinsurance programs.^^ Those programs 
were established under the ACA to stabilize premiums in 
the nongroup and small-group insurance markets by 
reducing the likelihood that particular health insurers 
would bear especially high costs for having a dispropor- 
tionate share of less healthy enrollees. The programs 
make payments to insurers that reflect differences in the 
health .status of each insurer’s enrollees and in the result- 
ing costs to insurers. Payments for the risk-adjustment 
program arc financed by collections from insurers with 
healthier enrollees, and those for reinsurance arc funded 
by an asse,ssment on a broad range of insurers. Those pay- 
ments are recorded in the budget as mandatory outlays, 
and the collections are recorded as revenues. 

CBO and JCT estimate that during calendar year 2016, 
an average of about 12 million people will be covered by 
insurance purchased through the marketplacc.s each 


25. The additional indexing factor will apply in any calendar year 
after 20 1 8 in which the total costs of the subsidies for health 
insurance purcha.sed through the marketplaces exceed a specified 
percentage of GDP. CBO expecM that the indexing fector may 
apply in some years, although the uncertainty of projections of 
both the subsidies and GDP make the timing unclear. For an 
explanation of the indexing factor, see Congressional Budget 
Office, Additional Information About CBO 's Baseline Projections of 
federal Subsidies for Health Insurance Provided Through Exchanges 
(May 2011), www.cbo.gov/pubikation/41464. 

26. Between 20 1 6 and 20 1 8, spending related to subsidies also 
includes a small amount of outlays for grants to states for 
establishing the marketplaces. 
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month and that about 10 million of them, on average, 
will receive subsidies. An additional 1 million people are 
estimated to participate in the Ba.sic Health Program, 
which oflfers subsidies to certain low-income people.’ 

In fiscal year 201 5, outlays for those subsidies and related 
spending were about $38 billion, CBO and JCT esti- 
mate.^® (The agencies estimate that the subsidies and 
related programs also added between $8 billion and 
$9 billion to revenues that year. That effect consists of an 
increase in revenues of about $ 1 1 billion from payments 
collected under the risk-adjustment and reinsurance 
programs, offset in part by a $2 billion to $3 billion 
reduction in taxes paid resulting from premium subsidies. 

Those effects on rcvcnue.s are included in the projections 
discus,sed in Chapter 5.) 

CBO’s Method for Making Long-Term 
Projections of Federal Health Care Spending 

CBO’s extended baseline projections of federal spending 
on the major health care programs, like the rest of the 
agency’s extended baseline projections, generally reflect 
the provisions of current law. The first 10 years of projec- 
tions in the extended baseline match the agency’s 10-year 
baseline projections, which are based on a detailed analy- 
sis of the major health care programs. Beyond the coming 
decade, however, projecting federal spending on health 
care becomes increasingly difficult because of the consid- 
erable uncertainties involved. A wide range of changes 
could occur — in people’s health, in the sources and extent 
of their insurance coverage, and in the delivery of medical 
care — that are almost impossible to predict but chat could 
nevertheless have a significant effect on federal health care 
spending. 

Therefore, for the projections beyond 2026, CB(3 has 
adopted a formulaic approach — one that combines esti- 
mates of the number of people who will receive benefits 
from government health care programs with foirly mechan- 
ical projections of growth in spending per beneficiary 


27. The Basic Health Program, which wa-s created under the AC.4, 
allows stares to c,stabiish a coverage program primarily for people 
with income between 138 and 200 percent of the FPL. To 
subsidize chat cover^e, the federal government provides states 
widi funding equal to 95 percent of the subsidies for whicii those 
people would have been eligible if tlicy had instead purchased 
coven^ through a marketplace. 

28. See Congressional Budget Office, Updated Budpt Projections: 
2016 to 2026 (March 2016), Table 4, w'ww.cbo.gov/publicacion/ 
51384. 



131 


38 'mi: 20 1 6 LO.N’G-TERM BIDGET OUTLOOK 


JIT.V2016 


Table 3-1. 

Average Annual Rates of Excess Cost Growth in 
Spending for Health Care 


Percent 

Medicare 

Medicaid 

Other* 

Overall^* 

1975 to 2014 

1-9 

1.7 ' 

1.8 

1.8 

1980 to 2014 

1.6 

1,4 

1.7 

1.6 

1985 to 2014 

1.4 

1.0 

1.5 

1.4 

1990 to 2014 

1.2 

0.6 

1.3 

1.2 


Source: Congressional Budget Office, using data from the Centers for 
Medicares Medicaid Services. 

Excess cost growth refers to the extent to which the growth rate of 
nominal health care spending per person— adjusted for demographic 
characteristics of the relevant populations— exceeds the growth rate of 
potential GOP per person, (Potential GDP is the maximum sustainable 
output of the economy.) The historical rates of excess cost growth are 
weighted averages of annual rates: Twice as much weight is placed on 
the latest year as on the earliest year. 

GDP = gross domestic product, 

a. To calculate these values, CBO began with overall excess cost growth 
and removed the effects of excess cost growth for Medicare and 
Medicaid. The values therefore include the excess cost growth of 
payments by private health insurers and of other health care spending, 
such as consumers' out-of-pocket spending and spending financed by 
other private and public sources, 

b. Refers to the excess cost growth of national spending for health care— 
specifically, to the excess cost growth of the health consumption 
expenditures In the national health expenditure accounts maintained 
by the Centers for Medicare & Medicaid Services. 

c. Shows the average rate from t976 to 2014 because data for 1975 are 
unavailable. 

(adjusted to account for demographic changes in the 
beneficiaries of each program). CBO has estimated such 
growth by combining projected growth in potential GDP 
per person and projected excess cost growth for the pro- 
gram in question. (From 2017 to 2026, potential GDP 
per person is projected to grow at an average rate of about 
3.2 percent per year; from 2017 to 2046, the average 
growth rate is projected to be about 3-5 percent.) 

Excess cost growth is the growth rate of health care 
spending per person (after the effects of demographic 
changes are removed) relative to the growth rate of poten- 
tial GDP per person.'^ The excess in excess cost growth is 


29. CBO uses potential GDP rather than actual GDP in its estimate 
of excess cost growth to limit the effect of cyclical changes in the 
economy on its estimate. 


not intended to imply that growth in health care spend- 
ing per person is necessarily excessive or undesirable; the 
term is simply u.sed to describe the extent to which the 
growth in such spending exceeds the growth in pocenciai 
output per person. According to CBO’s calculations, 
average races of excess cost growth for various parts of 
the health care system have ranged from 0.6 percent to 
1.9 percent over different periods of the past .several 
decades (see 4'able 3- 1 ).'^ Although such rates are quire 
variable from year to year, they have generally declined. 
Excess cost growth has been especially low, on average, 
during two periods — the mid-to-late 1990s and from the 
mid-2000s to 2014 (the most recent year for which such 
data are available). 

In CBO’s extended baseline, the projected races of excess 
cost growth for Medicare, Medicaid, and private health 
insurance premiums slowly converge after 2026, from the 
rates derived from the detailed lO-ycar baseline projec- 
tions toward a rate of 1 .0 percent — which is CBO’s pro- 
jection of the rate of exce.ss cost growth for the health care 
sector 30 years From now. Ail told, annual rates of excess 
cost growth from 2017 to 2046 are projected to average 
0.9 percent for Medicare, 1.0 percent for Medicaid, and 
1.6 percent for private health insurance premiums. 

Excess Cost Growth During the Next Decade 

For 2017 through 2026, the projected rates of excess cost 
growth for Medicare, Medicaid, and private health insur- 
ance premiums in CBO’s extended baseline are derived 
from CBO's 10-ycar baseline (see Figure 3-2). Those 
rates are as follows: 


30. The historical races of excess cost growth are a weighted average 
of annual races: Twice as much weight was placed on the latest 
year as on the earliest year. In calculating cxcc,m cost growth for 
Medicare, CBO made adjustments to account for changes in the 
age distribution of beneficiaries. In calculating excess cost growth 
for Medicaid, CBO adjusted the rates to account for changes in 
the program’s case mix — that is, the proportions of types of 
beneficiaries, including children, people at least 65 years old, 
people with disabilities, and adults who did nor fall into any of 
those categoric.s — rather than for changes in the .age distribution 
of beneficiaries. The races of excess cost growth char have been 
adjusted to account for demographic changes reflect changes in 
spending person rather than changes in the number or 
composition of beneficiaries. The introduction of Medicare's 
Part D drug benefit in 2006 resulted in a onerime shift in some 
spending from Medicaid to Medicare; to adjust for that shift, 
CBO assumed that exces.s cost growth in 2006 for both Medicare 
and Medicaid was equal to the average of excess cost growh in the 
two programs for that year. 
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Figure 3-2. 

Estimated and Projected Rates of Excess Cost Growth in Spending for Health Care 



Source: Congressional Budget Office, using data from the Centers for Medicare 4 Medicaid Services. 

Excess cost growth refers to the extent to which the growth rate of rHxninal health care spending pa- person— adjusted for demographic characteristics of 
the relevant populations— exceeds the growth rate of potential GDP per person, (Polenfial GDP is the maximum sustainable output of the economy.) The 
historical rates of excess cost growth are weighted averages of annua! rates: Twice as much weight is placed on the latest year as on the earliest year. 
GDP » gross domestic product. 

a. Shows excess cost growth beginning in 1988 because data for earlier years are unavailable. 


■ For Medicare, the average annual rate of excess cost 
gro>vth implicit in CBO’s baseline projections is about 
0.7 percent, meaning that Medicare spending per 
beneficiary (adjusted for demographic changes) is 
projected to grow f^ter than potential GDP per 
person over the next 10 years.^’ CBO projects that rate 
of growth, which is below the average rate since 1985, 
in part because the agency anticipates chat the u.se of 
Medicare services will continue to grow at a slow rate, 
as it has in recent years. In addition, under current law 


31 . Medicare is typically scheduled to make certain payments under 
Parts C and D on the fiist of the month. If the day on which 
payments are due fails on a weekend or holiday. Medicare accelerates 
tho.te payments to the last business day of the previous month. As 
a result, Medicare makes 1 1 or 13, rather than the norma) \ 2 , 
payments in certain yeare. For example, because October 1, 2023, 
falls on a Sunday, Medicare will issue payments due on that day 
on September 29, 2023. meaning that Medicare is scheduled to 
make ! 1 monthly payments in fiscal year 2024. CBO made 
adjustments to the .Medicare spending amounts to account for 
such shife in the timing of payments. In addition, in calculating 
the rate of excess a>st growth, the effect of sequestration was 
removed because that cancellation of funding will not affect 
spending after 2025. In all .subsequent di.scussion, the annua! rare 
of excess cost growth for Medicare between 2017 and 2026 reflect 
chose adjustments. 


many of the annual updates to Medicare’s payment 
rates will be smaller than they have been in the past. 
Consequendy, excess cost growth in Medicare is 
projected to be slow during the next few years and 
then to rise to about 0.9 percent per year by the end of 
the 10-year period. 

■ For iMedicaid. the average annual rate of excess cost 
growth implicit in CBO’s baseline projections of the 
federal share of such spending is 1,4 percent, which is 
above the average rate from 1 985 to 20 1 4.’^ That rate 


32. Medicaid spending amounts were adjusted to remove the effect of 
change.s in the fi»jcral share of such spending. The number of 
Medicaid enrollees was adjusted to account for the projected faster 
growth in the number of beneficiarie.s known as partial duals than 
in the number of orfrer types of Medicaid beneficiaries in the 
10-year baseline. (Partial duals arc Medicare beneficiaries who 
qualify CO have Medicaid pay some of tiie expense.s chat they inair 
under Medicare, such as premiums; Medicaid does not. however, 
cover additional health care services they might receive, such as 
long-ram services and supports.) That adjustment is necessary 
because the extended baseline reflects the expectation that the rate 
of growth in the number of partial duals will be similar to the 
growth rates of other types of Medicaid beneficiaries after 2026. 

In ail subsequent discussion, the annua! races of excess cost growth 
fijr Medicaid between 2017 and 2026 reflect rho-se adjustments. 


39 
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is projected to gradually slow to about 0.7 percent by 
the end of the 10-year projection period. The higher 
rate of excess cost growth over the next few years can 
largely be explained by CBO’s expectation that some 
states will expand coverage to include people with 
income of up to 1 38 percent of the FPL. That expansion 
would change the average cost per beneficiary because 
average spending on new enrollecs who are made 
eligible by such an expansion (mostly adults who are 
not disabled) tends to be higher than avert^ sjjending 
on adults who would have been eligible otherwise. 
(Although measures of excess cost growth reflect an 
attempt to adjust for policy changes and demographic 
changes, accounting for the effeas of Medicaid 
expansions can be difficult.) CBO expects that the rate 
of excess cost growth will moderate later in the decade 
as the number of Medicaid enrollees who were made 
eligible by the ACA stabilizes. 

■ For private health insurance premiums, the average 
annual rate of excess cost grow'th implicit in the 
agency’s baseline projections is about 2 percent by the 
end of the 10-year projection period. (That rate is 
similar to the average from 1988 to 2014.) CBO uses 
that average rate to project premiums, a key input in 
determining spending for the subsidies for insurance 
purchased through the marketplaces. In addition, the 
agency’s baseline projections of such spending reflect 
the likelihood that the share of premiums covered by 
the subsidies will decline over time as a result of the 
additional indexing factor mentioned above. 

Excess Cost Growth After die Next Decade 

Underlying CBO’s projections of federal health care 
spending for 2027 and later years is the assumption that 
the rate,s of excess cost growth for Medicare. Medicaid, 
and private health insurance premiums, all of which are 
projected to be different in 2027, converge over the sub- 
sequent 20 years. In 2027, the rate of excess cost growth 
specific to each of those three categories equals the average 
of the specific rates projected for 2024 through 2026. For 
Medicare, that average rate is 0.9 percent; for Medicaid, it 
is 0.7 percent; and for private health insurance premiums, 
it is about 2 percent. After 2027, the excess cost growth 
rate of each of those three categories moves linearly, by the 
same fraction of a percentage point each year, from that 
category-specific rate to a rate of 1.0 percent in 2046 (see 
Figure 3-2).-” 
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CBO projects that the excess cost growth rate.s for 
Medicare, Medicaid, and private health insurance premi- 
ums will all be the same in 30 years. Becau,se the health 
care system is integrated to a significant degree, spending 
growth in all parts of the system will be affected by com- 
mon factors, such as changes in physicians’ practices and 
the development and diffusion of new medical technolo- 
gies. CBO docs not have a basis for projecting that the 
rates of excess cost growth for those three categories 
would differ in the long term. The agency used a value 
for excess cost growth three decades from now that is 
rou^ly three-quarters of the overall 30-year historical 
average of 1 .4 percent. In determining that overall long- 
term growth rate. CBO considered each categor}’^’s growth 
rate over the past 30 years, recently, and as projected at 
the end of the coming decade, as well as the flexibility 
within each category to restrain costs. 

For Medicare, excess cost growth from 1985 to 2014 
averaged 1.4 percent, but such growth was slower in 
recent years, averaging about 0.2 percent from 2008 to 
2014. The reasons for that slow-down are not w-e!l under- 
stood.’^ Nevertheless, the slowdown has been substantial 
and has continued for several years. CBO ha.s partially 
incorporated that slower growth into its projections for 
the next 10 years. In the second and third decades of the 
extended baseline, excess cost growth is projected to be 
between 0.9 percent and 1.0 percent, slower than the 
historical average. Although not a factor in the recent slow- 
down, one reason why that growth will probably remain 
below historical races beyond the next 10 years is that the 


33. The approach char CBO used to project long-term excess cost 
growth for Medicare, Medicaid, and private health insurance 
premiums is simpler this year than the method tliat the agency 
u-sed last year. The change in method Is described in Appendix B, 

34. The rare of growth in Medicare spending per beneficiary for the 
elderly fell by nearly one-half from the early 2000s ro the end of 
chat decade. In studying chat change, CBO could not identify the 
fectors that caused most of the difference and found no evidence 
directly linking the declining rare of growth to the financial 
crisis and economic downturn. According ro CBO’s analyse, 
nearly one-fifth of that drop was attributable ro rhe following 
three developments, which together stowed growth in spending 
for Medicare services: changes in the age atid heairh status of 
beneficiaries, growth in rhe proportion of beneficiaries who enrolled 
only in Part A, and growth in rhe use of prescriprion drugs. About 
6 percent of the drop stemmed from slower growth in average 
payment rates, and the remainder was not explained by any of rhe 
fectors that CBO investigated. See Miciiae! Levine and Melinda 
Buntin, Has Growth in Spending fir Fee-fir-Service Medicare 
5/o«*aP Working Paper 2013-06 (Congressional Budget Office. 
August 2013), www,cbo.gov/publicadon/445i3- 
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program now includes a number of insticutions, incen- 
tives, and mechanisms, such as the Center for Medicare 
& Medicaid Innovation and the Independent Payment 
Advisory Board, that could reduce spending growth in 
the program over time. 

For Medicaid, the race of excess cost growth is projected 
to be 0.7 percent in 2027 and to rise over the subsequent 
two decades. In 2046, the rate is projected to gradually 
return to its 1985-2014 average of l.O percent and to 
match the rates for Medicare and private health insurants 
premiums. That trajectory of excess cost growth reflects 
competing pressures that are expected to affect the 
Medicaid program — gradually boosting the rate between 
2027 and 2046, though holding it below the projected 
rates for Medicare and private health insurance premiums. 
On the one hand, states are likely to face pressure — stem- 
ming from physicians’ practice patterns, new technology, 
and other factors in the broader health care system — to 
increase payments to health care providers so that they 
continue to treat Medicaid beneficiaries. On the other 
hand, as health care costs rise, states are also expected to 
face pressure to slow the growth of spending for the pro- 
gram through actions — such as constraining payment 
rates for providers and managed care plans or limiting the 
optional services that Medicaid covers — that would 
reduce both state and federal expenditures. 

For health insurance premiums in the private seaor, the 
rate of excess cost growth is projected to decline from 
2027 to 2046 and to be lower in 2046 than it has averaged 
historically. (By itself, that rate does not determine pro- 
jections for subsidies for health insurance purchased 
through the marketplaces, but it is a key input into 
them.) Excess cost growth for private health in.surance 
premiums is projected to decline in the long term because 
CBO expects that pressure to restrain health care costs 
will mount as those costs increase and become a greater 
and greater share of economic activity. When its share of 
GDP increases, health care spending absorbs a growing 
.share of people’s income, forcing them to consume fewer 
other goods and services, which in turn increases pressure 
to slow its growth. In the private sector, employers could 
intensify their efforts to reduce the costs of the in.surance 
plans that they offered, and workers might pressure their 
employers to offer less expensive plans as health insurance 
premiums rose. Private insurers could also work to reduce 
that growth; they have more scope than the federal and 
state governments have to do so because the starting 
point of excess cost growth for private health insurance 
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premiums is higher than excess cost growth for Medicare 
and Medicaid. 

How Spending is Projected in the Long Term 

To generate esrimares of total spending for Medicare and 
Medicaid in the long term, CBO used the projections 
of program-specific excess cost growth and the number of 
beneficiaries. For Medicare, CBO estimates that the num- 
ber of beneficiaries would grow with the size of the popu- 
lation 65 or over and with the number of recipients of 
Social Security’s Disability Insurance benefits.^’ Such 
growth is projected to average 1.7 percent per year 
between 2017 and 2046. 

For Medicaid, what decisions states will make about 
Medicaid eligibility and covered benefits over even the 
next 10 years is quite uncertain, and that uncertainty 
grows with time; accordingly, CBO adopted a formulaic 
approach to generate the number of Medicaid beneficia- 
ries each year after the next decade. That approach takes 
into account population growth, increasing earnings 
(which will reduce the number of eligible beneficiaries), 
and prospective actions by states.^’ (In particular, the pro- 
jections incorporate the assumption that state.s would 
make changes over time in their Medicaid programs that 
offset roughly half of the effect of earnings growth on eli- 
gibility.) Overall, the number of enrollees is projected to 
remain roughly the same after 2026. 

For CHIP, as well as for subsidies for health insurance 
purchased through the marketplaces and related spend- 
ing, outlays are projected differently. Under current law, 
funding for CHIP expires after September 2017. Follow- 
ing statutory guidelines, CBO’s baseline spending projec- 
tions reflect the assumption that funding for the program 
will amount to $5.7 billion each year from 2018 through 
2026.'^^ For years after 2026, spending for the program, 
measured as a share of GDP, is assumed to remain at the 
2026 level. 


35- For more information about how CBO projects the number of 
beneficiaries of Social Security’s Disability Insurance program, sec 
Appendix A of rfiis report as well as Congressional Budget Office, 
CBO's Long-Term Model: An Overview 2009), wvvw.cbo.gpv/ 
publication/20807. 

36. For additional discassioti. see Congressional Budget Office, The 
2015 Long-Term Budget Outlook 0une 2015), Appendix A, 
www.cbo.gov/publicacion/50250. 

37. Con^^ionai Budger Office, “Baseline Projections for Seieaed 
Programs: Children's Health Insurance Program" (March 20i6), 
www.cbo.gov/pubIication/5 1 296. 
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CBO uses two approaches to project the costs of subsidies 
after the initial ! 0-year projection period: one for the first 
year of the long-term projection period and another for the 
end of that period. For the years in between, CBO uses a 
blend of those two approaches. For the first year of the 
projection period, subsidies are projected to grow at 
the average rate projected for the end of the 2017—2026 
period; the agency makes adjustments to account for 
the increased probabilin^ that the additional indexing 
factor described above will be in effect. For the end of 
the projection period, the projections of subsidies are 
based on the rate of excess cost growth for private health 
insurance premiums and account for the effects of the 
additional indexing factor and of growth in real (infla- 
tion-adjusted) income. The additional indexing factor 
would limit the growth of the average subsidy, thereby 
moderating the growth of total spending on subsidies. 
Growth in real income would further moderate such 
spending: Although some people who had previou,sly 
been eligible for Medicaid would become eligible for 
subsidies as their income increased, other people would 
move into higher income brackets and become eligible 
for less generous subsidies or become ineligible for subsi- 
dies altogether. (As a share of GDP, other spending 
related to those subsidies is assumed to remain at the 
2026 level.) 

Long-Tem Projections of Spending for the 
Major Health Care Programs 

In CBO’s extended baseline projections, which generally 
reflect current law, federal spending on the major health 
care programs increases significantly as a percentage of 
the economy over the next .30 years. 

Projected Spending 

In 2016, federal spending for the major health care pro- 
grams will amount to 5.3 percent of GDP, CBO esti- 
mates: Medicare spending (net of offsetting receipts) will 
equal 3.2 percent of GDP and federal spendingon Med- 
icaid and CHIP, combined with outlays for the subsidies 
for health insurance purchased through the marketplaces 
and related spending, will equal 2.3 percent. In CBO’s 
extended baseline, federal spending for fho,se programs 
rises to 8.9 percent of GDP in 2046, about 60 percent 
greater than it is estimated to be in 2016; net Medicare 
spending accounts for 5.7 percent of GDP, and spending 
on Medicaid and CHIP, combined with outlays for the 
marketplace subsidies and related spending, accounts for 
3.1 percent (see Figure 3 - 3 ).-’** Growth of Medicare 
spending will account for about three-quarters of the 
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increase in federal spending for the major health care 
programs as a share of GDP. 

Why Projected Spending Grows. The aging of the 
population and the expectation that health care costs per 
beneficiary — for beneficiaries of all ages — will continue 
to grow faster than potential GDP per capita are the two 
key foctors causing federal spending for the major health 
care programs to rise in CBO’s projections. Those factors 
contribute to the rise in roughly equal proportions over 
the next 30 years (see Figure 1-5 on page 18). Without 
changes in the age distribution of the population and 
without any excess cost grow'th, CBO projects that such 
spending w'ould stay roughly constant as a share of GDP 
over time. 

In addition to adding to the number of Medicare 
beneficiaries, the aging of the population is projected to 
increa,se spending for the program because the beneficiaries 
will be older, on average, and older beneficiaries have 
higher average spending. Among the 65'or-older popula- 
tion, both the portion older than 75 and the portion 
older than 85 will increase over the next 30 years (see 
Figure 3-4). Medicare spending has traditionally been 
higher, on average, for older people within the 65-or-older 
group. For example, in calendar year 2012, spending in 
Parts A and B of the fee-for-service portion of Medicare 
averaged about $5,000 for 66~year-oIds, $8,500 for 75- 
year-olds, and $12,300 for 85-year-olds.” CBO expects 
that pattern to persist. 

Distribution of Spending Among Types of Beneficiaries. 
The factors that underlie the projected rise in total federal 
spending for the major health care programs also affect 
the amounts of spending that would .subsidize care for 
different types of beneficiaries. Although federal support 


38. Gross Medicare spending Ls projected to increase from 3.8 percent 
ofGDP in 2016 to 7.0 percent in 2046, In ail of the projections, 
the outlays for subsidies for insurance purchased through the 
marketplaces and related spending are presented in combiitation 
with ouda)'s for Medicaid and CHIP; they all constimre federal 
subsidies for health insurance for low- and mtxicrare-inconie 
households. 

39. Calculating average spending for 65-year-oId beneficiaries is not 
helpfiii for this comparison because most beneficiaries are enrolled 
in Medicare for only parr of the calendar year in which they turn 
65- The amounts reported here include spending under Parts A 
and B of -Medicare averaged among all beneficiaries of a given age 
in the traditional fee-for-service program wlio were enrolled in 
Part A. Part B. or both. The proportion of beneficiaries enrolled 
in both Parts A and B increases as beneficiaries age. 
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Figure 3-3. 

Federal Spending on the Major Health Care Programs, by Category 

Percentage of Gross Domestic Product 



2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 


The projected rise in federal 
spending for the major health care 
programs results from the aging of 
the population and the expectation 
that health care costs per person 
will continue to grow more quickly 
than potential GDP per person. 


Source: Congressional Budget Office, 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

Potential GDP is the maximum sustainable output of the economy. 

CHIP -- Children’s Health insurance Program; GOP = gross domestic product. 

a. “Marketplace Subsidies" refers to outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care 
Act. as well as spending to subsidize insurance provided through the Basic Health Program and spending to stabilize premiums for insurance 
purchased by individuals and small employers. 

b. Refers to net spending for Medicare, which accounts for offsetting receipts that are credited to the program. Those offsetting receipts are mostly 
premium payments made by beneficiaries to the government. 


for health care for people under age 65 has expanded, 
only about one-fifth of federal .spending for the major 
health care programs in 2026 would, under current law, 
finance care for able-bodied people under age 65, CBO 
project, s; less than one-fifth would go toward care for peo- 
ple under age 65 who were blind or otherwise disabled, 
and about three-fifths would go toward care for people 
who were at least 63 years old. After 2026, according to 
CBO’s estimates, the share of federal spending for the 
major health care programs that financed care for people 
age 65 or older would continue to rise because of the 
aging of the population. 

Uncertainty. Alt long-term economic and demographic 
developments are uncertain, but federal spendingon 
health care program,s may be particularly .so hccau.se both 
the number of enrollees in those program.s and as-erage 
spending for those enrollees are uncertain. Federal health 
care programs provide benefits to different socioeco- 
nomic groups, .so changes in population demographics 
and economic growth could lead to changes in the 


number of people eligible for those programs. Uncer- 
tainty about rho-se demographic and economic factors, 
combined with uncertainty about people’s willingness to 
enroll in those programs, makes it difficult to project the 
number of enrollees. 

Average spending for those enrollees is also very uncertain. 
Pharmaceuticals, medical procedures and technology, and 
the delivery of care all continue to evolve, and average 
spendittg for any of the federal health care programs could 
pros'e to be much higher or lower than CBO projects — 
especially as the projection period lengthens. Compound- 
ing the uncertainty stemming from chose factors are the 
uncertain respomses of beneficiaries and providers to 
changes in health insurance design, payment arrange- 
ments, and federal and state policies, as well as uncertainty 
about hosv broader changes in the economy may affect 
the health care sector. Chapter 7 shows how CBO’s pro- 
jections would differ if the growth of costs per beneficiary' 
in Medicare and Medicaid proved significantly higher or 
lower than the agency projects in the extended ba.seiine. 
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Figure 3-4. 

Number of Peoplt Age 65 oi Older, by Age Group 

I 


Medicare spending per person 
tends to be higher for older 
befiei'iciaries than for younger 
ones. Therefore, it is projected 
to rise as the average age of 
beneficiaries increases. 



Source; Cortgsessionai Budget Office. 

This figure shows actual data through calendar year 2013. the most recent year for which such data are available. 


Also uncertain is the extent of support from federal 
spending that beneficiaries of federal health care pro- 
grams will receive in the future. For example, scheduled 
updates to Medicare’s payment rates will generally be 
smaller in the future than increases in the prices of inputs, 
which could cause changes in providers’ behavior. If 
health care providers cannot increase their productivity 
over time — chat is, if they cannot provide the same quan- 
tity and quality of treatments and procedures with fewer 
or less costly inputs — they would respond in other ways> 
such as by reducing the quality of care, reducing Medi- 
care beneficiaries’ access to care (which ought reduce 
spending), or trying to increase revenues by other means 
(which might increase spending). Providers that are not 
able to adjust to the constraints imposed by the payment 
race update, s might merge with more profitable providers 
or go out of business. If access to providers under the tra- 
ditional fee-for-service program declined, more enroliees 
might shift into Medicare Advantage plans, which are not 
bound by the updates to payment rates that apply to tra- 
dicionai Medicare. Medicare Advantage plans might be 
able to offer better access to care than the fee-for-service 
program if they increa.sed the rates that the)' paid provid- 
ers, but doing so would probably require enroliees in such 
plans to pay higher premiums. (Because federal pa>'ments 
to those plans are based largely on costs in the fee-for- 
sen'ice progCvam, it is unclear whether such a shift — If it 
occurred — would substantially alter the trajectory of 
Medicare spending.) 


Projected Financing 

Spending on the federal government’s major health care 
programs is financed in various ways. For Medicaid and 
CHIP, states and the federal government , share in the 
financing. The federal share of spending on those pro- 
grams is funded entirely from the government’s general 
fund, as are the subsidies for insurance purchased 
througlr the marketplaces and related spending. 

In contrast, Medicare is funded mostly by a mix of 
dedicated taxes, beneficiaries’ premiums, and money 
from the government’s general fund. The relative magni - 
tudes of those sources of funding have changed signifi- 
cantly over time. As a result, the share of gross Medicare 
spending financed by dedicated taxe.s has declined from 
67 percent in 2000 to an estimated 39 percent in 2016 
(see Figure 3-5). The increase in the share of spending 
covered by sources other chan dedicateil taxes is largely 
the result of an increa.se in the .share of benefits provided 
by the parts of the program that arc financed mainly by 
premiums and money from the general fund — Pan B 
and. since 2006, Parc Those shifts are expected to 


40. !n 2000, Parr B accoimceti for 4! percenc of gro-M Mcdiairc 
^«ndi«g: in 2016, Parts B and D vvili account for 57 percent of 
gross Medicare spending, CBO estimates. In 20 !6, the percentage 
of benefits covcreii by pretnium-s and other ofTsetring receipts 
would be higher chan shown here if the two-chii ds of Part i.) 
premiums paid directly by beneficiaries to Part 1.) plans and the 
r«uking benefit payments were iircluded; however, they are not 
recorded in the federal budget. 
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Figure 3-5. 

Medicare’s Dedicated Taxes and Offsetting Receipts as a F^rcentage of Medicare Spending 

Percent 



2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 


Since 2000, the share of Medicare 
spending funded by dedicated taxes 
and premiums has dropped. The 
share funded by the government's 
general fund has consequently 
grown. 


Source; Congressional Budget Office. 

The extended baseline generally reflects current law, following CBO’s lO-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for die rest of the long-term prelection period. The extended baseline incorporates the assumption that 
spending for Medicare continues as scheduled even if its trust funds are exhausted. 

a. Mostly premium payments made by beneficiaries to the government. 

b. Payroll taxes and a portion of the federal income taxes paid on Social Security benefits. 


continue: In CBO’s extended baseline, receipts from 
dedicated Medicare taxes provide only 2 1 percent of gross 
federal spending for Medicare in 2046, and beneficiaries’ 
premiums and other offsetting receipts account for 
18 percent, leaving 62 percent financed by other source.s. 

Benefits under Part A of Medicare are paid from the 
Hospital Insurance Trust Fund, which is credited with 
receipts largely from payroll taxes and from other reve- 
nue, s. A commonly used measure of the sustainability of 
Part A of Medicare Is die timing of the projected exhaus- 
tion of the HI trust fund. According to CBO’s baseline 
projections, under current law, the balance of the HI trust 
fimd would increase from $ 1 96 billion at the end of fiscal 
year 20 1 5 to $204 billion at the end of fiscal year 20 1 9. 
Starting in 2020, CBO estimates, expenditures would 
outstrip income. The trust fund is projected to become 
exhausted in 2026.^' 

Once the HI trust fimd was exhausted, total payments 
to health plans and providers for services covered under 
Part A of Medicare would be limited to the amount of 


revenues subsequently credited to that crust fund. If that 
occurred, beneficiaries’ access to health care services cov- 
ered under Part A almost certainly would be reduced as 
well. Despite that, CBO’s projections reflect the statutory 
requirement that the t^ncy incorporate into its baseline 
an assumption that full benefits will continue to be paid 
as scheduled under current law regardless of the status o f 
a trust fund.'*^ 


41. CTongressional BudgerOffice, “Ba-sdinc Projections for .Selected 
Prc^m,s; Metiicarc" (March 2016), wvw.cbo.gov/publicacioii/ 
51302. In contrast, the Supplementary Medical Insurance Trust 
Fund, which pays for benefits covered under Parrs B and D of 
Medicare, cannot be exhausted becau.se it is financed mainly 
through premiums and money from the genera! fiitid. The 
amounts of contributions from those .sources are set to covei’ the 
costs of those benefits. 

42. See sec. 257(b)( 1) of the Balanced Budget and Emergency Deficit 
Conuol Act of 1985, Public law 99-177 (codified at 2 U S C 
§907(b)(l)(20i2)). 
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The Long-Tenn Outlook for 
Other Federal Noninterest Spending 


A 

{though Social Security, the major health care 
programs, and net interest account for most federal 
spending, more than 40 percent of the federal govern- 
ment’s spending in 2016 will go toward other programs 
and activities. That spending — referred to in this report 
as other federal noninterest spending — includes outlays 
for all discretionary programs, which are funded through 
the annual appropriation process, and outlays for many 
mandatory programs.’ 

The Congressional Budget Office projects that, under the 
broad assumptions used for this analysis, ocher federal non- 
interest spending would drop from a total of 9.2 percent of 
gross domestic product (GDP) in 2016 to 7.7 percent in 
2026 and then to 7.3 percent in 2046: 

■ Discretionary spending, which is estimated to equal 

6.5 percent ofGDP in 2016, would fail to 5.2 percent 
by 2026. For its extended baseline, CBO assumed that 
discretionary spending as a percentage of GDP would 
remain roughly constant after 2026 (sec Figure 4-1). 

■ Mandatory spending other than spending for Social 
Security and the major health care programs would 
decrease from 2.8 percent of GDP this year to 

2.5 percent in 2026. (That spending includes the 
refundable portions of tax credits, such as the earned 
income tax credit, for which payments are made to 
taxpayers if the credit exceeds their tax liability; those 
payments are recorded in the budget as outlays.) For its 
extended baseline, CBO assumed that .such .spending — 
other than the portion related to refundable tax 
credits — would continue to fall in relation to GDP at 
roughly the same rate that it fell over the 2021-2026 
period. All told, other mandatory spending is projected 
to equal 2. 1 percent of GDP in 2046. 


1 - For a description of the atTivirie.s induded in various categories of 
federal spending, see Congressional Budget Office. The Bue^et 
and Economic Outlook: 2016 to 2026 Qzxwxzry 2016), Box 3-1, 
www.cbo.gov/publication/51 129. 


Other Federal Noninterest Spending 
Over the Past 50 Years 

During the past 50 years, federal spending for everything 
other chan Social Security, the major health care pro- 
grams, and net interest has averaged 12 percent of GDP. 
Such spending declined from its peak of 1 5 percent of 
GDP in 1968 to 9 percent in 2015. Measured as shares 
ofGDP, both discretionary spending and other manda- 
tory spending rose in response to the 2007-2009 reces- 
sion but declined in recent years. 

Discretionary Spending 

Since the 1970s, the share of spending that occurs through 
the annual appropriation process has diminished. Between 
1966 and 2015, discretionary spending declined from 
67 percent of total federal spending to 32 percent. Mea- 
sured as a share of the economy, chat spending decreased 
from 1 1.5 percent of GDP to 6.6 percent. 

Defense Discretionary Spending. Spending for national 
defense, most of which is administered by the Depart- 
ment of Defense (DoD), accounts for about half of 
discrerionary spending. In 2016, DoD’s spending fells 
mostly into three broad categories: 

■ Operation and maintenance, which supports the day- 
to-day activities of the military, the training of military 
units, the majority of costs for the military’s health 
care system, and compensation for most of DoD’s 
civilian employees; 

■ Military personnel, which covers compensation for 
uniformed service members, including pay, allowances 
for housing and food, and related activities, such as 
moving service members and their families to new 
duty stations; and 

■ Acquisition, which includes the procurement, 
research, development, testing, and evaluation of 
weapon systems and ocher major pieces of equipment. 
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Figure 4-1. 

Other Federal Noninterest Spending 

Percentage of Gross Domestic Product 



Measured as a percentage of 
economic output, other federal 
noninterest spending in CBO’s 
extended baseline falls by a 
fifth between 2016 and 2046. 
The majority of that drop stems 
from a projected decline in 
discretionary spending over 
the next decade. 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

a. Other mandatory spending is all mandatory spending other than that for Social Security and the major health care programs. It includes the refundable 
portions of the earned income and child tax credits and of the American Opportunity Tax Credit. 


Fifty years ago, in 1966, defense discretionar)' spending 
cc|ualed7.5 percent of GDP; it peaked at9.! percent two 
years later as a result of military operations in Vietnam. In 
the late 1970s, such spending dropped below 5.0 percent 
of GDP before ri.sing again during the defense buildup 
from 1982 to 1986, when it averaged 5.9 percent (see 
Figure 4-2). After the end of the Cold War, outlays for 
defense fell again in relation to GDP, rc.aching a low of 
2.9 percent at the turn of the centur)'. Largely a.s a result 
of military operations in Iraq and Afghanistan, such out- 
lays climbed again in the 2000.S, peaking at 4.7 percent in 
20 1 0. vSince then, defense spending ha.s declined in rela- 
tion to the size of the economy; in 201 5, it amounted to 
3.3 percent of GDP. 

Nondefense Discretionary Spending. The rest of discre- 
tionary outlays are for nondefense purpo.ses that span a 
wide array of federal investment and other activities, 
including the following: 

■ Education {excluding student loans), training, 
employment, and social .services; 

■ Transportation, including highway and transit 
programs as well as airport security; 


■ Veterans’ health care; 

■ Health-related research and public health programs; 

■ Administration of justice, including federal law 
enforcement, criminal justice, and correctional 
activities; 

■ International affairs, including international 
development, humanitarian assistance, peacekeeping, 
nuclear nonproliferation, and the opemtion of 

U.S. embas.sies and con.sulates; and 

■ Activities and programs in other area.s, including 
natural resources and the environment, science, 
agriculture, and community and regional 
development. 

Nondefense discretionary' spending was close to 4 percent 
ofGl^P from 1966 through the mid-!97()s and averaged 
almast 5 percent ofGDP between 1975 and 1981. 

From 1984 to 2008, such spending remained between 
3 percent and 4 percent of GD1\ More recently, funding 
from the .American Recovery and Reinvestment Act of 
2009, along with other funding associated with the fed- 
eral governmcnt’.s response to the 2007-2009 recession. 


■ Housing a.ssistance; 
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Figure 4-2. 

Other Federal Noninterest Spending, by Category, 1966 to 2015 

in total, other federal noninterest spending is now about a ttiird lower, measured as a percentage of gross domestic product, than it was 
in 1966. Most of that reduction has taken place in defense discretionary spending, vrfiich is less than half its former size. 


Percentage of Gross Domestic Product 


10 


8 



Defense OKcrotiOiiiiiry 
SpefisJlng 

Nondefense Discretfonary 
Spending 

Other Mandatory Spending^ 


Source; Congressional Budget Office. 


3. Other mandatory spending is ail mandatory spending other than Wat for Soda! Security and the major health care programs, it includes the refundable 
portions of the earned income and child tax credits and of the American Opportunity Tax Credit. 


helped push nondefeitse discretionary spending above 
4.0 percent of G DP from 2009 through 201 1. Such 
spending dropped below 4.0 percent of GDP in 2012 
and has continued to decline since then, reaching 
.3.3 percent of GDP in 2015. 


■ Food and nutrition programs, including the 
Supplemental Nutrition Assistance Program, and 
child nutrition programs; 

■ Unemployment compensation; 


Other Mandatory Spending 

Mandatory spending other than that for Social Security 
and the major health care programs covers the following 
programs and accivitici?, among others: 

» Civilian and military {•etiremenr (including benefits 
paid to retired federal civilian and military employees) 
and some benefits paid to retired railroad workers; 

■ Earned income, child, and other refundable tax 
credits, for which payments are made to taxpayers if 
the credit exceeds their tax liability; 

■ Certain veterans’ benefits, some of which are available 
only to veterans {.such as housing, readjustment, 
disability compensation, and life insurance), and 
others of which are sometimes available to dependents 
or survivors as well (such as educational assistance, 
pensions, dependency and indemnity compensation, 
and burial benefits); 


■ Supplemental vSecurity Income; and 

■ Family support and foster care, including grants to 
states chat help fund welfare programs. Temporary 
Assistance for Needy Families, foster care, and child 
support enforcement. 

Other mandatory spending is net of various offsetting 
receipts, which are payments collected by government 
agencies from other government accounts or from the 
public in businesslike or market-oriented transactions 
that are recorded in the budget as negative outlays (that 
is, as credits against mandatory spending). A significant 
share of offsetting receipts is collected under the Medicare 
program (mostly in the form of premiums paid by benefi- 
ciaries); those receipts are combined with Medicare out- 
lays in this report (see Chapter 3 for more information). 
Other sources of offsetting receipts include contributions 
that government agencies make to federal retirement 
pre^rams, the proceeds from leases to drill for oil and 
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Table 4-1. 

Other Federal Noninterest Spending Under 
CBO’s Baseline 


Percentage of Gross Domestic Product 

2016 

2026 

Discrerionary Spending 

Defense 

3.2 

2.6 

Nondefense 

3.3 

2.6 

Total 

6.5 

5.2 

Other Mandatory Spending 

Civilian and military retirement 

0.9 

0.8 

Nutrition programs 

0.5 

0.4 

Refundable tax credite'* 

0.5 

0.4 

Veterans' benefits 

0.6 

0.5 

Unemployment compensation 

0.2 

0.2 

Supplemental Security Income 

0.3 

0.3 

Offsetting receipts 

-0.7 

-0.5 

Other 

0.5 

0.4 

Total 

2.8 

2.5 

Total, Other Federal Noninterest Spending 

9.2 

7.7 


Source: Congressional Budget Office. 

Other federal noninterest spending is all spending other than that for 
Social Security, the major health care programs, and net interest. 

a. The earned income and child tax credits and the American Opportunity 
Tax Credit. 

natural gas on the Outer Continental Shelf, and 
payments made to the Treasury by Fannie Mae and 
Freddie Mac. 

Other mandatory spending has generally remained 
between 2 percent and 4 percent of GDP since the mid- 
1 960s. However, as a result of the government’s response 
to the recession that began in December 2007, such 
spending spiked to over 5 percent of GDP in 2009. As 
the economy improved and federal spending related 
to the recession waned, other mandatory spending mea- 
sured as a share of the economy fell sharply. In 201 5, that 
spending was 2.7 percent of GDP. 

Long-Term Projections of Other 
Federal Noninterest Spending 

Combined, di.scretionary spending and other mandatory 
spending are projected to be a smaller share of GDP in 
the coming three decades than such spending has been 
in the past. Under CBO’s extended baseline, federal 
spending for all programs and activities other than 


Social Security, the major health care programs, and net 
intcrrac is estimated to be 9.2 percent of GDP in 20 1 6 
and is projected to total 7.7 percent in 2026 and 
7.3 percent in 2046. At those levels, ocher federal non- 
interest spending as a share of GDP would be lower than 
it has been since the 1930s. 

Discretionary Spending 

Projections of discretionary spending for 2016 through 
2026 come from CBO’s most recent lO-year baseline 
budget projections, which were published in March.‘ 
Through 2021, most discretionary appropriations are con- 
strained by the caps put in place by the Budget Control 
Act of 20 II (as amended) . For 2022 through 2026, CBO’s 
baseline projections incorporate the assumption chat chose 
appropriations will equal the 2021 amount, with increases 
for inflation. Funding for certain purposes, such as war- 
related activities, is not constrained by the Budget Control 
Act’s caps. In CBO’s projections, such fiinding is as.sumed 
to Increase each year through 2026 at the rate of inflation, 
starring from the amounts provided in 2016. Under those 
assumptions, outlays from discretionaty appropriations are 
projected to decline from 6.5 percent of GDP this year — 
already well below the 50-ycar average of 8.7 percent — to 
5.2 percent of GDP in 2026 (see Table 4-1).’ That year, 
about half of the outlays would be for national defense and 
half for nondefense activities. At those levels, total discre- 
tionary spending and its defense and nondefense compo- 
nents would account for smaller shares of GDP than they 
have .since at least 1962 (the first year for which compara- 
ble data are available). In the extended baseline, such 
spending measured as a share of GDP remains roughly 
constant over the subsequent two decades. 

Like its baseline, CBO’s extended baseline is meant to 
be a benchmark for measuring the budgetary effects of 
legislation, so it, too, reflects the assumption that current 
laws generally remain unchanged. However, after 2021 — 
when the caps established by the Budget Control Act 
are due to expire — total discretionary spending will not 
be constrained by current laws but instead will be 
determined by lawmakers’ future actions. With no basis 
for predicting those actions, CBO based its long-term 
projections of discretionary spending on a combination 


2. S« Congressional Budget Office. Updated Budget Projections: 
2016 to 2026 (March 2016), www.cbo.gov/publicarion/51384. 

3. Ibid. 
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of the baseline projections through 2026 and historical 
experience. 

CBO assumed that after 2026 discretionary spending 
would remain constant as a percentage of GDP before 
the agency accounted for the effect on the economy 
of the fiscal policy projected under the extended baseline. 
CBO estimates that fiscal policy under the extended base- 
line would dampen economic growth, so its projection of 
discretionary spending does not grow at precisely the 
same rate as GDP. (For further discussion, see Chapter 6.) 

CBO incorporated the assumption that discretionary 
spending as a share of GDP would remain at about the 
2026 level, 5.2 percent of GDP, through 2046 in its 
extended baseline after considering the two alternatives — 
further decreases or future increases relative to GDP. In 
CBO’s judgment, a projection that showed discretionary 
spending continuing to decline in relation to GDP beyond 
2026 would not be the most useful benchmark for analyz- 
ing future fiscal policy because the historical evidence sug- 
gests that such a decline is very unlikely to continue. Over 
the past half century or so for which comparable data are 
available, discretionary spending has always been a larger 
share of economic output than it is projected to be in 
2026. Throughout that period, nondefense discretionary 
•spending has been greater than 3.0 percent of GDP and 
ha.s not shown a sustained trend, in either direction, in 
relation to the size of the economy. Defense spending has 
accounted for at least 2.9 percent of GDP throughout the 
past five decades and has been between that amount and 
4.7 percent of GDP over the past 20 years. The other 
alternative, projecting discretionary spending to increase 
in relation to GDP after 2026, would require CBO to 
select a specific rate at which discretionar>' spending would 
grow, and the agency has no clear basis for choosing such a 
rate. 

Other Mandatory Spending 

CBO’s ba.seline projections reflect the assumption that 
mandatory programs will operate as they do under cur- 
rent law, which includes the automatic spending cuts put 
in place by the Budget Control Act and extended through 
2025. In CBO’s most recent ba.seline projections, total 
mandator)^ spending excluding that for Social Security 
and the major health care programs is estimated to 
amount to 2.8 percent of GDP this year and nexr.‘‘ Such 
spending then declines in subsequent yeans, falling to 
2.5 percent of GDP by 2026.^ In the extended baseline, 
such spending measured as a share of GDP continues to 
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fell over the subsequent two decades — declining to 
2.1 percent of GDP in 2046. Because some benefits 
would decline in relation to average income, the benefits 
available to people many years in the future would be 
lower, relative to income, than what they are today. 

Most of the projected decline through 2026 in other 
mandatory spending as a share of GDP occurs for two 
re^ons. First, the number of beneficiaries for some of 
the programs is expected to decline in relation to the 
size of the population as the economy expands. Second, 
the average payment per beneficiary measured relative to 
average income is projected to decrease. For example, 
income thresholds for eligibility for some large income 
support programs, such as Supplemental Security Income 
and the Supplemental Nutrition A.ssistance Program, 
generally rise with prices, whereas income usually rises 
more rapidly than prices — especially when the economy 
grows stronger. As a result of that strengthening of the 
economy, the number of beneficiaries in some programs 
is expected to rise more slowly than the population or 
even to decrease over the next 10 years. Furthermore, 
average payments under some large programs are indexed 
to inflation and therefore tend to grow more slowly than 
income. 

A small part of the decline between 2016 and 2026 seems 
from a projected reduction in spending relative to GDP 
for the earned income tax credit, the child tax credit, and 
the American Opportunity Tax Credit. Outlays for the 
refundable portions of those credits are projected to 
decrease from 0.5 percent of GDP in 2016 to 0.4 percent 
in 2026. The key parameters of those tax credits are 
either not indexed or indexed only to inflation. Thus, as 
real income grows faster than inflation, the amounts of 
various credits that people qualify for decrease in relation 
to GDP. 

For the years after 2026, mandatory spending excluding 
that for Social Security, the major health care programs, 
and refundable tax credits was not projected in detail 
because of the number of programs involved and the 


4. In 2016, outlays for other mandatory spending will be boosted by 
the shift in timing of some payments from fiscal year 2017 to 
2016 (because October I, 2016, fells on a weekend). If nor for 
that shift, CBO estimates, such outlays would equal 2.7 percent of 
GDP in 2016. 

5. See Cor^tessional Budget Oiftcc, Updated Budget Projections: 2016 
to 2026 (March 2016), Figure 4, www.cbo.gov/publicadon/51384. 
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variety of factors that influence spending on them. 
Instead, CBO used an approximate method to projea 
spending for those programs as a group; except for the tax 
credits, such spending was assumed to decline in relation 
to GDP (excluding any effect that fiscal policy may have 
on the economy) after 2026 at the same rare at which tc is 
projected to fall between 2021 and 2026 (excluding the 
decline in spending in the Supplemental Nutrition Assis- 
tance Program).’^ CBO projected outlays for the reftind- 
able portions of the earned income tax credit, the child 
tax credit, and the American Opportunity Tax Credit 
separately, using the methods for its long-term revenue 
projections {see Chapter 5). CBO estimates that fiscal 
policy under current law would dampen GDP growth 


after 2026, so projected spending for those programs as a 
share of GDP is slightly higher than it would be if fiscal 
policy did not affect the economy. 


6. CBO projects that spending for the Siippiemcntal Nucririon 
Assbtance Program (SNAP) will decline from 0.4 percent of GDP 
in 2016 to less than 0..T percent ofGDP in 2026 as the economy 
strengthens. Because CBO does nor anticipate that significant 
decline relative to GDP in outlay.? for SNAP to continue beyond 
2026 , such outlays were excluded from the calculation of the rate 
of dedine for the portion of other mandatory spending that 
excludes the refundable portiotss of tax credits. In 2027 and later 
)^rs, CBO projects, outlays for SNAP as a share of GDP will 
decline at the same cate as other mandatory spending (excluding 
the refundable tax credits). 
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The Long-Term Outlook for Federal Revenues 


■ ederal revenues come from various sources, including 
individual and corporate income taxes, payroll {social 
insurance) taxes, excise taxes, estate and gift taxes, and 
other taxes and fees. Currently, proceeds from individual 
income taxes and payroll taxes account for about 
80 percent of the federal government’s revenues. 

For this report, the Congressional Budget Office pro- 
jected the future path of revenues under an extended 
baseline. That approach follows the agency’s 10-year 
baseline budget projections through 2026 and then 
extends most of the concepts underlying those baseline 
projections for the rest of the long-term projection 
period. The revenues projected for the 10-year period are 
the .same as those in CBO’s March 2016 baseline.* The 
extended baseline incorporates the assumption that the 
rules governing all tax sources will evolve as specified under 
current law (including the scheduled expiration of tempo- 
rary provisions lawmakers have routinely extended 
before).^ 

CBO’s projections are not intended to predict budgetary 
outcomes; instead, they represent CBO’s assessment of 
future revenues if current laws remained generally 
unchanged. (Chapter 6 discusse.s the consequences of fis- 
cal policies other than those in the extended baseline.) 
Such projections are particularly difficult because revenues 
are very sen.sitive to economic developments, including 
the impact of rising federal debt on the economy. 

Under the extended baseline, federal revenues relative to 
the size of the economy fluctuate in a narrow band, rang- 
ing from 18.0 percent to 18.2 percent of gross domestic 

1. For derails of CBO’-s March basciine, see Congressional Budget 
Office, Updated Budget Projections: 2016 to 2026 (March 2016), 
www.cbo.gov/publicarion/ 5 1 .384. 

2. The sole exception to the current-law assumption during the 
baseline period applies to expiring excise taxes dedicated to mist 
binds. The Balanced Budget and Emergency Deficit Control Act of 
1985 requires CBO’s baseline to reflect the assumption rfiat those 
taxes would be extended at their current rates. That law do« not 
stipulate that the baseline include the extension ofotherexpirii^ tax 
provisions, even if lawmakers have routinely extended them before. 


product (GDP) from 20 1 6 through 2026. That relative 
stability over the next 10 years mainly reflects offsetting 
movements in four sources of revenues: 

■ Individual income tax receipts are projected to increase 
by 0.8 percentage points relative to GDP, mainly 
because of real bracket creep — the pushing ofa growing 
share of income into higher tax brackets as a result of 
growth in real (inflation-adjusted) income — as well as 
the interaction of the tax system with inflation, an 
expected continued increase in the share of wages and 
salaries earned by higher-income taxpayers, and rising 
distributions from tax-deferred retirement accounts. 

■ Remittances by the Federal Reserve System to the 
Treasury are projected to decline by 0.4 percentage 
points as a share of GDP to more typical amounts 
relative to the size of the economy. 

■ Corporate income tax receipts are projected to decline 
relative to GDP by 0.2 percentage points, largely 
because of an expected drop in domestic economic 
profits relative to the size of the economy. 

■ Payroll tax receipts are also projected to decline by 
0.2 percentage points relative to GDP over the next 
decade, primarily because of the expected continued 
increase in the share of wages and salaries earned by 
higher-income taxpayers. 

After 2026, in the extended baseline, revenues rise faster 
than GDP, largely for two reasons: The effect of real 
bracket creep would continue, and a new excise tax on 
certain employment-based health insurance plans would 
generate a growing amount of revenues relative to the size 
of the economy. As a result, federal revenues arc projected 
to reach 19.4 percent of GDP by 2046 (see Figure 5-1). 
By comparison, revenues over the past 50 years have 
averaged 17.4 percent of GDP. 

Without significant changes in tax law, the tax system’s 
effects in 2046 would differ markedly from what they are 
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Figure 5-1, 

Total Revenues 


Percentage of Gross Domestic Product 



Under CSO’s extended 
baseline, revenues rise 
slowly after 2026 mainly 
because of real bracket 
creep and an excise tax on 
employment-based health 
insurance that is scheduled 
to take effect in 2020. 


The extended baseline generally reflects current law. follovwng CBO’s lO-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for foe rest of foe long-term projection period. 

Real bracket creep r efers to the process in which, as real {inflation-adjusted) income rises, an ever-iarger proportion becomes subject to higher tax rates. 


today. A larger share of each additional dollar of income 
that households earned would go to taxes, and house- 
holds throughout the income distribution would pay 
more of their total income in taxes chan households in 
similar places in that distribution pay today. 

Revenues Over the Past 50 Years 

Revenues have varied significantly over the past 50 years 
because of changes in tax laws and interaaions between 
tax law and economic conditions. Total federal revenues 
have been as high as 20.0 percent of GDP (in 2000) and 
as low as 14.6 percent (in 2009 and 2010), with no evi- 
dent trend (see Figure 5-2). The composition of total rev- 
enues during that period has varied as well. Individual 
income taxes, which account for about half of all revenues 
now, have ranged from slightly less than 1 0 percent of 
GDP (in 2000) to slightly more than 6 percent (in 2010). 
Payroll taxes, which generate about one-third of total rev- 
enues now, have varied from well under 4 percent of 
GDP to more than 6 percent during the past 50 years. 
(Those taxes are credited mainly to the Social Security and 
Medicare Hospital Insurance trust funds.) Corporate 
Income taxes have fluctuated between about 1 percent 
and 4 percent of GDP since the mid-1960s, and com- 
bined revenues from other sources have fluctuated 
between 1 percent and 3 percent of GDP over that same 
period. 


Some of that variation is the result of legislative changes: 
In the past 50 years, at least a dozen changes in law have 
raised or lowered annual revenues by at least 0.5 percent 
of GDP. But most of the variation in the amounts of 
revenue generated by different taxes has stemmed from 
changes in economic conditions and from how those 
changes interact with the tax code. For example, without 
legislated tax reductions, real bracket creep tends to cause 
receipts from individual income taxes to grow relative to 
GDP, because as taxpayers’ income rises Faster than infla- 
tion a larger share of income is taxed at higher rates. Also, 
because some parameters of the tax system do not 
increase with inflation, rising prices alone subject a 
greater share of income to higher effective tax rates.^ 

Cyclical developments in the economy also affect reve- 
nues. During economic downturns, for example, taxable 
corporate profits generally foil fester than the nation’s 
output, shrinkingcorporate tax revenues relative to GDP; 
losses in households’ income also tend to push a greater 


3. The parameters of the tax system include the amounts that define 
the various tax brackets; the amounts of the personal exemption, 
standard deduction, and credits; and tax races. Although many of 
the parameters — including the personal exemption, standard 
deduction, and tax brackets— are indexed for inflation, some, 
such as the amount of the maximum child tax credit, are not. The 
elfcct of price increases on tax receipts was much more significant 
before 1984, when none of the parameters of the individual 
income tax were indexed for inflation. 
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Figure 5-2. 

Revenues, by Source, 1966 to 2015 

Over the past 50 years, movement in individual income tax receipts has accounted for most of the variation in total revenues. 



Source: Congressional Budget Office. 

a. Consists of excise taxes, remittances to the Treasury from the Federal Reserve Syst«n, customs duties, estate and gift taxes, and miscellaneous fees 
and fines. 


share of total income into lower tax brackets, reducing 
individual income tax revenues relative to GDP. Thus, 
total tax revenues as a share of GDP automatically decline 
when the economy is weak and rise when the economy is 
strong. 

By contrast, revenues derived from excise taxes have 
declined over time relative to GDP because many excise 
taxes are levied on the unit quantity of a good purchased 
(such as a gallon of gasoline) as opposed to a percentage 
of the price paid. Because those levies are not indexed for 
inflation, the revenues they generate have declined as a 
share of GDP as prices have risen. 

Revenue Projections Under CBO’s 
Extended Baseline 

During the next decade, under current law, some new 
provisions of tax law will go into effect and certain provi- 
sions will expire. Reflecting those scheduled changes, the 
extended baseline incorporates the following assumptions: 

■ A new tax on certain employment-based health 
insurance plans with high premiums, currently 


scheduled to go into effect in 2020, will be 
implemented without further modification. 

■ Certain tax provisions scheduled to expire over the 
next decade will do so, even if lawmakers have 
routinely extended them before. For example, the 
rules that allow businesses with large amounts of 
investment to accelerate their deductions for those 
investments are assumed to phase out, as scheduled, 
by the end of December 2019. 

If current laws remained in place, tax revenues would rise 
from 18.2 percent of GDP in both 2016 and 2026 to 
19.4 percent in 2046, CBO estimates.'^ Increases in 
receipts from individual income taxes more than account 


4. AtcortUng co CBO and the staff of the Joint Comniitrec on 
Taxation, extending expiring rax provisions, including the partial 
expensit^ of equipment property at a 50 percent rate, and repealing 
certain postpi>ncd taxes related to health insurance svotdd reduce 
revenues by 0.3 percent of GDP in 2026, For forther information, 
see Table 1-5 of Congressional Budget Office. TheBud^tand 
Economic Oudook: 2016 to 2026 Qanuary 201 6), www.cbo.gov/ 
pubIication/5 1 129. 
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Table 5-1. 


Sources of Growth In Total Revenues Between 2016 and 2046 Under CBO’s Extended Baseline 


Source of Growth 

Percentage of GDP 

Stnjcturai Features of the Individual Income Tax (Incfeiding real btacket creep)® 

1,1 

New and Expiring Tax Prowsions 

0.8 

Aging and the Taxation of Retirement Income 

0.3 

Changes in the Distribution of Income 

0.1 

Other Factors 

-1,0 

Growth in Total Revenues Betwreen 2016 and 2046 

1.2 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projectiorrs for the rest of 8ie long-temi projection period. 

GDP = gross domestic product. 

a. Real bracket creep refers to the process in which, as real {inflabofhadjusted) incane rises, an ever-larger proportion becomes subject to higher 
tax rates. 


for the projected rise of 1.2 percentage points in total 
revenues as a percentage of GDP over the next 30 years; 
receipts from all other sources of revenues, taken together, 
are projected to decline slightly as a share of GDP. 

The projected increase in total revenues reflects several 
factors: structural features of the income tax system, new 
and expiring tax provisions, demographic trends, changes 
in the distribution of income, and other factors (see 
Table 5~1). 

Structural Features of the individual 
Income Tax System 

Real bracket creep is the most important structural 
feature of the tax system contributing to growth in reve- 
nues over time. It has two kinds of effects. First, rising 
real income subjects an ever-larger proportion of 
income to higher tax rates, and second, it further 
increases taxes by reducing taxpayers’ eligibility for 
various credits, such as the earned income tax credit 
and the child tax credit. 

Also, some provisions of the tax code are not indexed 
for inflation, .so cumulative inflation boosts receipts 
relative to GDP. For example, the additional tax on the 
investment income of individuals that went into effect 
in 2013 is not indexed for inflation. The income thresh- 
olds for that tax ($200,000 for single individuals and 
$250,000 for married couples) do not increase as prices 
rise, so the tax will affect an increasing share of invest- 
ment income over time, boosting revenues by a small 
but growing share of GDP.^ If current laws remained 
in place, faster growth in people’s income than in 


parameters of the tax code would push up income rax 
revenues as a portion of GDP by l.l percentage points 
between 2016 and 2046, CBO estimates. 

New and Expiring Tax Provisions 

Under the extended baseline, CBO assumes that tax pro- 
visions will take effect or expire as specified under current 
law. Two new tax provisions will begin to rai,se significant 
amounts of revenue over the next several years. Certain 
other provisions are scheduled to expire, also boosting 
revenues. 

The most significant new provision Is an excise tax on 
employment-based health insurance whose value exceeds 
certain thresholds. The implementation of that new tax, 
originally .scheduled for 2018, was delayed until 2020 by 
the Consolidated Appropriations Act, 2016 (Public Law 
114-113). That tax is expected to increase revenues in 
two ways: 

■ First, in those cases in which the tax applied, it would 
generate additional excise tax revenues. 


5. An additional Medicare tux of 0.9 percent, paid entirely by 
the ertjployee, applies to annual earnings (wages and salaries) 
exceeding $200,000 for single individuals and $250,000 for 
married couples. Because those thresholds are not indexed 
for inflation, the tax will apply to an increasing share of earnings 
over time and thereby raise payroll tax revenues as a share of GDP 
by larger amounts over rime. However, a decline in the share of 
earnings subject to the Social Security tax will more chan offset 
that effect, CBO projects, because a further slight increase in 
earnings inequality' will cause more earnings to be above the 
taxable maximum amount for Social Security. 
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■ Second, many individuals and employers will probably 
shift to lower-cost health insurance plans to either 
reduce the excise tax paid or avoid it altogether. As a 
result, total payments of health insurance premiums 
for those individuals — and the associated tax-exempt 
contributions from their employers — will be smaller 
than they would have been without the tax. However, 
CBO expects that total compensation paid by employers 
(including wages and salaries, contributions to health 
insurance premiums, pensions, and other fringe 
benefits) will not be affected over the long term.^ 
Thus, smaller expenditures for health insurance will 
mean higher taxable wages and salaries for employees 
and, as a result, higher payments of income and 
payroll taxes.^ 

Thus, regardless of whether individuals and employers 
decide to pay the excise tax or to avoid it by switching to 
lower-cost plans, total tax revenues would ultimately rise 
compared with what they would have been without the 
tax. Although the thresholds for the tax on high-premium 
health insurance plans will be adjusted for changes in 
overall consumer prices, health care costs will grow faster 
than prices over the long term, CBO projects, causing the 
tax to affect more people over time. Under the extended 
baseline, the excise tax is projected to increase total reve- 
nues by 0.6 percent of GDP in 2046. 

The other new provision that will increase revenues rela- 
tive to GDP after 2016 penalizes certain employers that 
do not offer their employees health insurance coverage 
meeting certain criteria. That provision was implemented 
in 2015 and will increase revenues starting in 2017, CBO 
projects. 

In addition, several dozen tax provisions are slated to 
expire over the next decade. The most significant of those 
is the option for certain busine.sses to immediately deduct 
from their taxable income 50 percent of the cost of new 
investments in equipment. That provision is scheduled to 
be phased out by the end of 201 9. 


6. In the past, rising premiums have been an important cause of slow 
wage growth. .See Paul Cinsburg, Alternative Health Spending 
Scenarios: Implicatioru for Employers and Working Households 
(Brookings Institution, April 2014), http://tinyurl.com/ksh9p47. 

7 . Even if the excise tax caused employers to shift to lower-cost 
health insurance plans without increasing employees’ wages by a 
corresponding amount, ocher taxes (such as those on corporate 
profits) would tend to rise. The resulting revenues would be 
similar ro the amounts projected in CBO’s extended baseline. 
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The scheduled implementation of new tax provisions and 
the expiration of certain existing tax provisions, taken 
tt^ther, would raise receipts by 0.8 percent of GDP 
between 2016 and 2046, CBO projects. 

Aging and the Taxation of Retirement Income 

During the next few decades, members of the baby-boom 
generation {people born between 1946 and 1964) will 
continue to retire. They will withdraw money from 
retirement accounts — .such as 401{k) plans and individ- 
ual retirement accounts — and receive pension benefits, 
boosting income tax revenues as a share of GDP. Some or 
all of the amounts withdrawn will be taxable, depending 
on the specific characteristics of the retirement plans. 

Likewise, compensation deferred under employer- 
spomsored defined benefit plans is taxed when benefits are 
paid.* Thus, the Treasury will receive significant tax reve- 
nues that have been deferred for years. Payment of those 
deferred taxes will boost revenues as a share of GDP by 
about 0.3 percentage points, CBO projects, between 
2016 and 2046. That upward trend is expected to end 
around 2035, when almost ail baby boomers will have 
reached retirement. 

Changes in the Distribution of Income 

Revenues from individual income and payroll taxes also 
depend on the distribution of income. CBO’s projections 
reflect an expectation that earnings will grow fester for 
higher-income people than for others during the next 
decade — as they have over the past several decades — and 
that the income of all taxpayers will grow at similar rates 
thereafter. That differential growth will cause a larger 
share of income to be subject to higher tax races. For 
example, the share of wages earned by the top one-fifth of 
workers is projected to iivcrease by about 4 percentage 
points, from 57 percent to 6 1 percent, between 20 1 5 and 
2026. That fester growth in earnings for higher-income 
people would elevate estimated individual income tax 
revenues relative to GDP by about 0.3 percentage points 
over the next 10 years. 

Partially offsetting that increase in individual income 
taxes would be a corresponding decrease in payroll rax 
receipts. Those receipts would decline because greater 
earnings inequaiit)' would cause more earnings to be 
above the taxable maximum amount for Social Security' 


8. A defined benefit pension plait is an employment-based plan that 
promios employees a certain regularly recurring benefit upon 
retirement. Typically, the benefit is based on a formula chat cakes 
into account an employee’s length of service and salaiy. 
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taxes. The share of covered earnings above the taxable 
maximum amount is projected to rise to more than 
20 percent in 2026, 4 percentage points more than the 
share in 2015. That effect would reduce payroll tax reve- 
nues relative to GDP by about 0.2 percentage points over 
the next decade, CBO projects. Altogether, if current laws 
remained in place, faster growth in earnings of higher- 
income people would increase tax revenues as a portion of 
GDP by O.I percentage point between 2016 and 2026, 
CBO estimates, and by no additional amount after 2026. 

Other Factors 

Under the extended baseline, factors besides those already 
discussed would cause revenues to decline by a combined 
1 .0 percent of G DP between 20 1 6 and 2046. More than 
four-fifths of that decline would occur by 2026. in partic- 
ular, remittances to the Treasury from the Federal 
Reserve — which have been ver)- large since 2010 because 
the central bank s portfolio has grown and changed in 
composition — are projected to decline to more typical 
levels and remain constant as a share of GDP after 2026. 
Corporate income ta.xcs are also expected to decline over 
the next decade because of a projected decrease in domes- 
tic economic profits relative to GDP and an expected 
increase in the use of certain strategies that some corpora- 
tions employ to reduce their tax liabilities. {In CBO’s 
extended baseline, corporate income taxes remain constant 
as a share of GDP after 2026.) 

Excluding the excise tax on high-premium health insur- 
ance plans, CBO projects that excise taxes would decline 
as a share of GDP over time. Because many excise taxes 
arc asse.ssed as a fixed dollar amount per unit quantity of a 
good purchased (not as a percentage of the price paid), 
receipts from excise taxes as a share of GDP tend to fall as 
overall prices rise over time. Moreover, payroll taxes for 
unemployment insurance are expected to decline to more 
typical levels over the next few years, further reducing 
receipts as a share of GDP. 

Long-Term Implications for 
Tax Rates and the Tax Burden 

Even if legislators enacted no future changes in tax law, 
the effects of the tax system that would be in place in the 
future would differ significantly from the effeas of 
today’s tax system. Increases in real income over time 
would push more income into higher tax brackets in the 
individual income tax system, raising people’s effective 
marginal tax rates and average tax rates. (The effective 
marginal tax rate is the percentage of an additional dollar 
of income from labor or capital that is paid in federal 


taxes. The average tax rate is total taxes paid divided by 
total income.) Moreover, fewer taxpayers would qualify 
for certain tax credits because rising real income would 
push taxpayers above the income limits for eligibility. 
Inflation would also raise tax rates, but to a much lesser 
extent, because most of the tax code’s key parameters are 
indexed for inflation. Slightly more taxpayers would 
become subject to the alternative minimum tax (AMT) 
over time, although the American Taxpayer Relief Act of 
2012 greatly limited the .share of taxpayers who would 
pay that tax.^ Thus, in the long run, people throughout 
the income distribution would pay a larger share of their 
income in taxes than people at the .same points in the 
distribution pay today, and many taxpayers would face 
diminished incentives to work and .save. 

Marginal Federal Tax Rates on Income From 
Labor and Capital 

Under CBO’s extended baseline, marginal tax rates on 
income from labor and capital would ri.se over time. The 
effective marginal rax rate on income from labor would 
increase from 30 percent in calendar year 2016 to 33 per- 
cent in 2046, CBO projects (see Table 5-2). (The effec- 
tive marginal tax race on labor income is calculated by 
averaging labor income acro.ss taxpayers, using weights 
proportional to their income from labor.) The effective 
marginal tax rate on capital income (returns on invest- 
ment) is projected to rise from 14 percent to 18 percent 
over that period. 

The projected increase in the effective marginal cax rate 
on labor income reflcct-s three primary factors: 

■ Real bracket creep under the regular income tax. As 
households' inflation-adjusted income ro.se over time, 
they would be pushed inco higher marginal tax 
brackets. (Because the thre.shotds for taxing income at 
different rates arc indexed for inflation, increases in 
income that just kept pace with inflation would not 


9. The AMT is a paraliei income tax system with fewer exemptions, 
deductions, and rates than the regular income tax system. House- 
holds must calculate the amount they owe under both rax sysrein-s 
and pay whichever is larger. The American Taxpayer Relief Act 
raised the exemption amounts for the A.NdT for 2012 and, 
beginning in 2013, permanently indexed tho.se amounts for 
inflation. The law also indexed for inflation the income thresholds 
at which those exemptions phase out and the income threshold at 
which the second rate bracket for the AMT begins. Although 
rising real income will gradually subject more taxpayers to the 
AMT, many of those newly affected taxpayers will owe only 
sii^tly more chan their regular income tax liability. 
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Table 5-2. 

Effective Marginal Federal Tax Rates Under 
CBO’s Extended Baseline 


Percent 

2016 

2026 

2046 

Marginal Tax Rate on 

Labor income 

29.7 

31.0 

33.1 

Marginal Tax Rate on 

Capital income 

14,4 

17.5 

18.2 


Source: Congressional Budget Office, 

The extended baseline generally reflects current law. following CBO’s 
lO-year baseline budget projections through 2026 and then extending 
most of the concepts underlying those baseline projections for the rest of 
the long-term projection period. 

The effective marginal tax rate on labor income is the share of an additional 
dollar of such income that is paid in federal individual income taxes arwl 
payroll taxes, averaged among taxpayers with weights prqKxtional to their 
labor income. The effective marginal tax rate on capital income is the share 
of the return on an additional dollar of investment made in a particular ^ar 
that will be paid in taxes over the life of that investment. Rates are 
calculated for different assets and industries and then averaged over ail 
assets and industries with the shares of total asset values used as weights. 

generally raise households’ marginal tax ratw.) One 
consequence is that the share of ordinary income 
subject to the cop tax race of 39.6 percent would rise 
from 13 percent in 2016 to 16 percent by 2046, CBO 
estimates.'*’ 

■ The structure of premium subsidies in the health insurance 
marketplaces. Those subsidies are conveyed in the form 
of tax credits that phase out as income rises over a 
certain range, increasing taxpayers’ marginal rates on 
income in that range. Under current law, the income 
range over which the .subsidies phase out would 
expand with inflation, but the subsidies would grow 
faster than inflation. As a result, over time, for each 
extra dollar of income someone earned, the subsidy 
would be reduced by a larger fraction of that dollar, 
thereby raising that person’s effective marginal tax rate. 

■ The additional 0.9 percent tax on earnings above certain 
thresholds that went into effect in 2013. Over time, that 
tax would apply to a growing share of labor income 
because the thresholds are not indexed for inflation. 

The effective marginal tax rate on capital income would 
also rise over the next 30 years, CBO projects. That 
increase reflects two primary factors; 


10. Ordinary income is all income subject to the income tax except 
long-term capital gains and dividends. 
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■ The expiration of certain accelerated depreciation 
provisions. The option for certain businesses to 
immediately deduct from their taxable income 50 
percent of the cost of new investments in equipment is 
scheduled to be phased out by the end of 2019. 

■ A declining share of investment income in retirement 
accounts. CBO projects that as members of the baby- 
boom generation continue to retire and draw down 
the assets in their retirement accounts, the share of 
investment income earned in those nontaxable 
accounts will decline relative to the share of 
investment income earned in taxable accounts. 

CBO estimates that real bracket creep would not raise the 
rate on capital income very much (unlike its effect on 
the marginal tax rate on labor income) because a large 
share of capital income is already being taxed at the top 
races applicable to ordinary income or to long-term capital 
gains and dividends. 

The increase in the marginal tax rate on labor income 
would reduce people’s incentive to work, and the increase 
in the marginal tax rate on capital income would reduce 
their incentive to save. Conversely, the reduced after-tax 
earnings and savings resulting from those higher taxes 
would encourage people to work and save more in order 
to maintain the same amount of after-tax income and 
savings. Evidence suggests that the former behavioral 
responses typically prevail and that, on balance, higher 
marginal tax rates discourage economic activity." (The 
overall effect of federal taxes on economic activity 
depends not only on marginal tax rates but also on the 
amount of revenues raised relative to federal spending 
and thereby on the resulting federal deficits and debt.) 

Average Tax Rates for Some 
Representative Households 

Because some parameters of the tax code are not Indexed 
for inflation and most are not indexed for real income 
growth, average federal tax rates would increase over time 
under the extended baseline. 

The cumulative effect of rising prices would significantly 
reduce the value of parameters of the tax system that are 


1 1. For additional discussion, see Congressional Budget Office, How 
the Supply of Labor Responds to Changes in Fiscal Policy (October 
2012), www.cbo.gov/pubfic-ation/43674. and Taxing Capital 
Income; Effective Marginal Tax Rates Under 2014 Law and Selected 
Policy Options (December 2014), www.cbo.gov/publication/ 
49817. 
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not indexed for inflation, CBO projects. For example, the 
amount of mortgage debt eligible for the mortga^ inter- 
est deduction, which is not indexed for inflation, would 
fall from $1 million today to about 5550,000 in 2046 
measured in today’s dollars, CBO estimates. And the 
portion of Social Security benefits that is taxable would 
increase from about 36 percent now to over 50 percent by 
2046, CBO estimates, because the thresholds for taxing 
benefits are not indexed for inflation. In addition, the 
maximum values of certain rax credits, such as the child 
rax credit, are not adjusted for inflation and thus would 
diminish in value over rime. 

Under the extended baseline, even tax parametCR that are 
indexed for inflation would lose value over time when 
compared with income. The thresholds for taxing income 
at different rates rise with inflation, but because incomes 
tend to rise faster than inflation, those thresholds still 
decline relative to income over time. Similarly, according 
to CBO’s projections, the current 54,050 personal 
exemption amount would double by 2046 because it is 
indexed for inflation. But income per household will 
probably almost triple during that period, so the value of 
the exemption relative to income would decline by almost 
one-third. That decline would tend to boost average tax 
races of lower-income taxpayers, for whom the personal 
exemption is larger relative to income, by more than those 
for higher-income taxpayers, for whom the personal 
exemption is smaller relative to income. And without legis- 
lative changes, the proportion of taxpayers claiming the 
earned income tax credit would fall from 1 6 percent this 
year to 1 2 percent in 2046, CBO projects, as growth in real 
income made more taxpayers ineligible for rhe credit. 

Those developments and others would cause individual 
income taxes as a share of income to grow by different 
amounts for households at different points in the income 
distribution. 

■ According to CBO’s analysis, a married couple with 
two children earning the median total income of 
5108.700 (including both cash income and other 
compensation) in 20 1 6 and filing a joint tax return 
will pay about 5 percent of their income in individual 
income raxes (see Table 5-3).’' By 2046, under current 
law, a similar couple earning the median income 


would pay 8 percent of their income in individual 
income taxes. 

■ For a married couple with two children earning half 
the median total income, the change in individual 
income taxes as a share of income would be much 
greater, CBO estimates: In 2016, such a fiimily will 
typically receive a net payment from the federal 
government equal to 8 percent of its income in the 
form of refundable tax credits, but by 2046 the family 
would become a net taxpayer, paying about 2 percent 
of its income in income taxes. 

■ A married couple with two children earningj5>Kr times 
the median total income would pay 22 percent of their 
income in individual income taxes in 2046, CBO 
projects, much higher than the amount paid by 
fomilies with lower earnings. But the change in that 
share — up 3 percentage points from 2016 — is much 
smaller than the 10 percentage-point increase in the 
share of taxes paid by similar families earning half 
the median total income. 

By contra.st. under current law. payroll tax rates across the 
income distribution would differ only slightly in 2046 
from what they are today. Those taxes are principally 
levied as a flat rate on earned income below a certain 
threshold, which is indexed for both inflation and overall 
growth in real earnings. Thus, the changes over the next 
30 years in the sum of income and payroll taxes as a share 
of income would be similar to the changes in income 
taxes as a share of income. 

Although rising real income would contribute to rising 
average tax races under current law, that real income 
growth would also mean that future households would 
have higher after-tax income than similar households at 
the same point in the income distribution have today. 
For example, from 2016 to 2046, real after-tax income 
for a couple earning the median income would grow by 
more than 75 percent under the extended baseline, 
CBO projects. 


1 2. The examples incorporate rhe assumption chat a!! income that 
taxpayers receive is from labor compensation. Furthermore, 
median income is assumed to grow with average income, so 
income at each multiple of the median grows ar the same rate. For 
details about the calculations, see Table 5-3. 
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Tabfe 5-3. 

Individual Income and Payroll Taxes as a Share of Total income Under CBO’s Extended Baseline 


income (20t6 doHars) Taxes as a Share of Total Income (Percent) 

Ca^* Total Income Taxes‘ income and Pa^ll Taxes'^ 

Taxpa^r Filing a Single Return 

Half the Median Total income 


2016 

11,600 

18,800 

-1 

9 

2046 

19.900 

37.100 

2 

10 

Median Total Income 

2016 

29,100 

37,600 

6 

18 

2046 

50.100 

69,700 

7 

18 

Twice the Median Total income 

2016 

64.000 

75,200 

10 

23 

2046 

110.500 

134.700 

12 

25 

Four Times the Median Total Income 

2016 

134,800 

150.400 

15 

27 

2046 

233.800 

265,300 16 

Married Couple {With Two Children} Filing a Joint Return 

28 

Half the Median Total Income 

2016 

35,400 

54,400 

-8 

2 

2046 

58,800 

104,000 

2 

10 

Median Total Income 

2016 

85,900 

108,700 

5 

17 

2046 

145.400 

197,200 

8 

19 

Twice the Median Total Income 

2016 

186,900 

217,400 

11 

25 

2046 

318,500 

384.400 

15 

28 

Four Times the Median Total Income 

2016 

398,100 

435,500 

19 

29 

2046 

681,900 

758,700 

22 

31 


Source: Congressional Budget Office, using data from the March 2015 Current Population Survey. 

The extended baseline generally reflects current law. following CBO's 10-year baseline budget projections through 2026 anti then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

CBO converted income amounts for 2046 into 2016 dollars by using the price index for personal consumption expenditures, All income amounts have 
been rounded to the nearest $100, 

Underlying these calculations are several assumptions; that premiums for employment-based health insurance in 2046 will not exceed the excise tax 
threshold in the Affordable Care Act: that taxpayers itemize their deductions if those deductions are greater than the standard deduction; that their 
deduction for state and local taxes equals 9 percent of their wages; that their other deductions equal 12 percent of their wages: and that in each example 
involving a married couple, the spouses earn the same amount. 

a. Cash income consists of a taxpayer's wages. 

b. Total income corjsists of a taxpayer’s cash income, the costs that the taxpayer's employer pays for employment-based health insurance, and the 
employer's share of payroll taxes. 

c. Negalive tax rates result when the people in an income group receive more in refundable tax credits, such as the earned income and child tax credits 
than they owe in taxes. 

d. Payroli taxes include the share paid by employers. 
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CHAPTER 

6 


The Effects of Illustrative Budgetary Paths on the 
Long-Term Outlook 


I his chapter expands on the analysis in the preceding 
chapters by showing how the federal budget and the 
nation’s economy would evolve under three illustrative 
budgetary paths that involve changes in the federal deficit 
and in debt held by the public. The projections in this 
chapter represent the Congressional Budget Office’s 
assessment of how deficits and the resulting amount of 
federal borrowing under the illustrative paths would 
affect the economy and how those macroeconomic effects 
would, in turn, feed back into the federal budget. 

Under the first two illustrative paths, cumulative deficits — 
excluding interest payments and before macroeconomic 
feedback is taken into account — would be reduced by 
$2 trillion and $4 trillion, respectively, over the next 
10 years in relation to CBO’s extended baseline.' Under 
the third illustrative path, such deficits would exceed 
those projected in the extended baseline by $2 trillion 
over the next decade.^ In later years, the paths would 
change deficits by the same percentage of gross domestic 
product (GDP) as in 2026. (CBO al,so analyzed the effects 
on the budget and the economy of limiting Social Security 
benefits to amounts payable from dedicated funding. Sec 
Box 6-i on page 73.) 

In the long term, the parks with smaller deficits and debt 
would lead to higher output by increasing the amount of 
money available for private investment. The third path, 
with larger deficits and debt, would have the opposite 
effect: It would reduce output by drawing money away 
from, or crowding out, private investment. In the short 
term, the paths with lower deficits would reduce overall 

1. Those paths are identical to the illustrative scenarios analyzed last 
June in The 2015 Long-Term Budget Outlook. For more details, see 
Congressional Budget Office, The 201 5 Long- Term Budget 
Outlook (June 2015), Chapter 6, www.cbo.gov/publication/ 

50250. 


demand for goods and services by lowering government 
purchases and disposable income, causing output to be 
lower chan it otherwise would be over the next few years. 
The path with larger deficits would have the opposite 
effect, increasing demand and boosting output. Those 
short' and long-term macroeconomic effects feed back 
into the federal budget, adding to or subtracting from the 
paths’ direct effects on the deficit, primarily by altering 
the amount of taxable income and the federal govern- 
ment’s interest payments. 

When estimating output, CBO focused on effects on 
gross national product (GNP), which — unlike the more 
commonly cited GDP — includes the income that 
U.S. residents earn abroad and excludes the income that 
foreigners earn in this country. It is therefore a better 
measure of the resources available to U.S. households. 

For the three illustrative paths, CBO s analysis yields the 
following estimates for macroeconomic and budgetary 
outcomes: 

2. The third path would increase the deficit by an amount similar 
to that in the alternative fiscal scenario presented in The 2015 
l-ong-Term Btuiget Outlook. That scenario incorporated several 
assumptioas: thatceitain policies in place in the summer of 20! 5 
but scheduled to change under current law would continue, chat 
some provisions of law that might be difficult to sustain for a long 
period would change, and that federal revenues and certain kinds of 
federal spending would remain ac or near their historical shares of 
gross domestic product. In the fell of 2015, some policies chat were 
assumed in that alternative fiscal scenario were permanently enacted 
in l^islarion, meaning chat an updated version of that scenario 
vTOuld have a considerably smaller effect on deficits in relation to 
the extended baseline. Therefore. CBO chose to present the 
budgetary effects of an illustrative path (with unspecified fiscal 
policies) that would increase the cumulative deficit (excluding 
interest pwrents and before macroeconomic feedback is taken into 
account) by $2 trillion over rhe next 10 years in relation to the 
extended baseline. 
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Figure 6-1. 

Output per Person and Debt in 2046 Under CBO's Extended Baseline and Illustrative Budgetary Paths 

Real Gross National Product per Person Federal Debt Held by the Public 


Extended Baseline 


Illustrative Path 
With 10- Year Deficit 
Reduced by $2 Trillion 



Illustrative Path 
With 10-Year Deficit 
Reduced by $4 Trillion 


Illustrative Path 
With 10-Year Deficit 
Increased by $2 Trillion 



0 20 40 SO 80 100 



Thousands of 2016 Dollars in Calendar Year 2046 Percentage of Gross Domestic Product in Fiscal Year 2046 


Source: Congressional Budget Office, 

The extended baseline generally reflects current law. following CBO's 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

The $2 trillion and $4 trillion changes in the illustrative paths represent cumulative changes in deficits relative to CBO's baseline between 2017 and 2026, 
excluding interest payments on federal debt and before macroeconomic feedback is taken into account. 

Gross national product differs from gross domestic product, the more common measure of the output of the economy, by including the income that 
U.S. residents earn abroad and excluding the income that nonresidents earn in this country. 

The estimates of federal debt held by the public include macroeconomic feedback. 


■ The path that would reduce deficits (excluding intcre-st 
payments and before macroeconomic feedback is 
taken into account) by $2 trillion over the next decade 
would re.suit in federal debt equal to 96 percent of 
GDP in 2046, greater than the current 75 percent and 
considerably above the average of 39 percent over the 
past 50 years (see Figure 6-1). CBO projects that real 
(inflation-adjusted) GNP in 2046 would be about 

3 percent higher under this path than under the 
extended baseline. 

■ The path that would reduce deficits by $4 trillion — 
defined in the same manner as the first path but with 
decreases in the deficit twice as large in each year — 
would result in federal debt amounting to 55 percent 
of GDP in 2046, still well above its historical average 
but less than the current percentage. CBO projects 
that real GNP in 2046 would be about 5 percent 
higher under this path than under the extended 
baseline. 


■ The path that would result in larger deficits — defined 
in the .same manner a.s the first path but with increases 
in the deficit each year rather chan decrease, s — ^would 
result in federal debt equal to 193 percent of GDP in 
2046, about five times as large as its average over the 
past 50 years. CBO projects that real GNP in 2046 
would be about 3 percent lower under this path than 
under the extended baseline. 

In addition to their effects over the long term, the three 
budgetary paths would have significant effects on the 
economy during the next few years. Those effects occur 
through changes in overall demand for goods and ser- 
vices, which are better captured by the measure GDP 
than GNP. CBO estimates that the decrease in deficits, 
and thus in overall demand, that would occur under the 
first tsvo paths would cause real GDP in 201 / to be 
0.1 percent and 0.3 percent lower, respectively, than it 
would be under current law. Under the third path, a 
boost in demand for goods and services would cause real 
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what would happen If federal borrowing increased; 
decreases would have opposite effects. 


CH/\PTERSIX 

GDP to be 0. 1 percent higher in 2017 than is projected 
under current taw. 

For simplicity, and to avoid presuming which fiscal poli- 
cies lawmakers might choose to alter the deficit. CBO 
analyzed the illustrative paths without specifying the tax 
and spending policies underlying them. Consequently, 
the projected outcomes under the paths do not reflect any 
direct changes to incentives to work and save; in particu- 
lar, CBO assumed that marginal tax rates and transfers to 
working-age people would be the same as they are under 
current law. CBO also assumed that federal investment 
under the illustrative paths, and the contribution that 
such spending makes to future productivity and output, 
would be the same as under the extended baseline. 
Therefore, the estimated macroeconomic effects of the 
budgetary paths in relation to the extended baseline arise 
solely from changes in deficits and debt. Because the 
magnitude of the macroeconomic effects is uncertain, 
CBO reports not only a central estimate for the outa>me 
of each path but also a range of likely outcomes.^ 

Long-Term Economic Effects of the 
Illustrative Paths 

The illustrative budgetary paths examined in this chapter 
would affect the economy in the long-term by changing 
federal deficits and debt. Because CBO analyzed the illus- 
trative paths without specifying the tax and spending 
policies underlying them, the projected outcomes under 
the paths do not reflect any direct changes to incentives 
to work, save, and invest. It is important to note that it is 
difficult CO identify policies that might significantly alter 
the course of budget deficits without directly changing 
such incentives. Those changes would have various other 
efiects on the economy that arc beyond the scope of this 
chapter. 

How Changes in Federal Borrowing 
Affect the Economy 

Changes in federal borrowing affect the economy by 
altering the amount of money available for private inve.st- 
ment. The rest of the discussion in this .section focuses on 


3. For certain key variables in its long-term economic models, CBO 
has developed ranges of values chat are based on research on those 
variable.s; each range is intended to cover roi^hly the middle rwo- 
thirds of the likely values for the variable. To calculate the ranges 
of estimates for the effects of each set of fiscal policies. CBO u^ 
the ranges of values for each variable. To calculate the central 
esrimares, it used values for the variables at the midpoints of those 
ranges. 


Effects on Private Investment. On the basis of existing 
research on the topic, CBO concludes that increased bor- 
rowing by the federal government generally crowds out 
private investment in productive capital in the long 
term.^ Crowding out occurs because the portion of saving 
that people use to buy government securities is not avail- 
able to finance private investment. The result is a smaller 
stock of capital and lower output and income in the long 
term than would otherwise be the case {all else being 
equal). Lower income would reduce tax revenues. Federal 
noninterest spending would also be lower — although the 
effect would be smaller than that on revenues — if income 
was lower because Social Security benefits are linked to 
earnings and because total spending on health care tends 
to vary with total income over the long term. This analy- 
sis incorporates the assumption that changes in income 
do not affect other noninterest spending. 

Two factors offset part of that crowding-out effect: 
Additional federal borrowing tends to boost private saving, 
which increases the total funds available to purchase fed- 
eral securities and finance private investment; and higher 
interest rates tend to increase net inflows of capital from 
other countries by attracting more foreign capital to the 
United States and inducing U.S. savers to keep more of 
their money at home. 

Private saving rises because some people anticipate that 
policymakers will raise taxes or cut spending in the future 
to cover the cost of paying interest on the additional 
accumulated debt, so those people increase their own .sav- 
ing to prepare for paying higher taxes or receiving le.s.s in 
benefits. In addition, the decline in investment caused by 
crowding out increases the productivity of existing capital 
because more workers make use of each unit of capital — 
each computer or piece of machinery, for example. That 
greater productivity raises the return on capital. A higher 
return on capital boosts the return on ocher investments 
(such as interest rates on federal debt) that are competing 
for private saving. The resulting increase in chose returns 
makes saving more attractive and thus boosts private 
.saving. However, the rise in private saving is generally a 
good deal smaller than the increase in federal borrowing, 


4. For a review of evidence about the effect of federal deficits and 
borrowing on private investment, see Jonathan Huntley, The 
Long-Run Effects of Federal Budget Deficits on National Saving and 
Privau Domestic Investment, Working Paper 20 14-02 (Congressional 
But^t Offi«, February 2014), www.cbo.gov/publkation/45140. 
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SO greater federal borrowing leads to less private invest- 
ment. CBO’s central estimate, which is based on existing 
research on the topic, is that private saving rises by 
43 cents for every one-dollar increase in federal borrow- 
ing in the long run, leaving a net decline of 57 cents in 
savings available for private investment. 

The additional net inflows of capital from other countries 
also prevent investment in this countr}' from declining 
as much as the increase in federal borrowing. CBO’s 
central estimate, again drawn from existing research on 
the topic, is that, over the long run, net inflows of private 
capital rise by 24 cents for every one-dollar increase in 
government borrowing. However, an increase in inflows 
of capital from other countries also means that more 
profits and interest payments will eventually flow over- 
seas. Therefore, although flows of capital into the 
United Stares can help moderate a decline in domestic 
investment, part of the income arising from that addi- 
tional investment does nor accrue to U.S. residents. The 
result is that greater net inflows of capital keep GDP 
from declining as much a.s it would otherwise, but they 
are le.ss effective in restraining the decline in GNP.^ Thus, 
other things being equal, increases in debt cause greater 
reductions in GNP chan in GDP, and reductions in debt 
lead to greater increases in GNP than in GDP. 

All cold, CBO estimates that when the federal deficit and 
borrowing go up by one dollar, private saving increases by 
43 cents and inflows of foreign capital rise by 24 cents. 
Those two ofi^ets to the crowding-out effect result in a 
net decline of 33 cents in domestic investment in the 
long run, CBO estimates. To reflect the wide range of 
estimates in the economics literature of how government 
borrowing affocts domestic investment. CBO also u.ses 
a range of estimates for those effects: At the low end of 
that range, for each dollar that deficits rise, domestic 
investment falls by 1 5 cents; at the high end of that 
range, domestic investment falls by 50 cents. 


5. The difference in the eftect of an increase in debt on GDP and on 
GNP depends, in large pan. on the amount of additional capital 
that foreigners invest in the United Stares and on the rate of 
return that they receive on their invesrmentt. The increase in the 
return on capital in this country and the increase in foreigners’ 
net holdings of U.S. assets — both of which imply increases in the 
amount of income earned by foreign investors— deaease GNP 
relative to GDP. In CBO’s analyses of fiscal policy, the rare of 
return earned by foreign investors in the United States changes 
when the rate of return on capital in this country changes. 
However, on the basis of the United States’ experience in recent 
decades, that respoase is estimated to in* less than one for one. 


CBO’s estimates of the effects of higher federal debt on 
private saving, net capital inflow.s, and interest races are 
based on historical experience. However, history may not 
be a good guide to the effects of rising debt in the current 
environment because a large and persistent increase in the 
ratio of debt to GDP is an outcome that is unprecedented 
in the United States; large increases in debt have been 
temporary, such as those that occurred during and imme- 
diately after wars or severe economic dowmeurns. If 
participants in financial markets came to believe that 
policymakers intended to allow federal debt as a percent- 
age of GDP to continue to rise, interest rares would 
probably increase by more than the historical relationship 
between federal debt and interest race-s suggests. In addi- 
tion, under such conditions, private saving and net capital 
inflows might not respond to new federal debt as they 
have in the past, and crowding out could be more severe, 

Effects on the Supply of Labor. The effect of deficits 
on investment also reduces the amount of capital each 
worker uses, thereby lowering workers’ productivity and 
wages. Reductions in the wage rate decrease people’s 
incentive to work because reduced compensation for an 
additional hour of work makes work less valuable than 
other uses of a person’s time. That phenomenon, known 
as the .substitution effect, tends to reduce the labor supply 
when rhe wage rare declines. However, because lower 
wages also decrease the after-tax income that people earn 
from the work they are already doing, they will need to 
work more to maintain their standard of living. That 
phenomenon, known as the income effect, tends to 
increase the labor supply. On the basis of CBO’s review of 
research on the topic, the agency concludes, as do most 
analysts, that the former effect outweighs the latter, 
meaning that a lower wage rate decreases the labor 
supply.'’ (A higher wage rate would have the opposite 
effect.) Fewer hours of work result in lower output and 
income. 

To reflect the high degree of uncertainty about the size of 
the effea that changes in the wage rate have on the number 
of hours people choose to work, CBO uses a range of 


6. For details on CBO’s estimates of the responsiveness of rhe labor 
.supply to changes in the after-rax wage rare, sec Congressional 
Budget Office. How [he Supply of Labor Responds so Changes in 
Fiscal Policy (October 2012). www.cbo.gov/publicacion/43674; 
and for a review of rhe academic research about the effects of 
changes in the after-rax wages on rhe labor supply, see Robert 
McClelland and Shannon Mok. A Review of Recent Research on 
Labor Supply Elasticities. Working Paper 2012-12 (Congre.ssional 
Budget Office, October 2012). w'ww.cbo.gov/pubiication/43675. 
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values in its analyses of fiscal policy/ The responsiveness 
of the labor supply to the wage rate is often expressed as 
the total wage elasticity (the percentage change in total 
labor income caused by a I percent change in after-tax 
wages). The total wage elasticity equals the substitution 
eiascicic)-' (which measures the substitution effect) minus 
the income elasticity (which measures the income effect). 
In this analysis, CBO’s central estimate for the change in 
the labor supply in response to a reduction in the wage 
rare corresponds to a total wage elasticity of 0.19 (com- 
posed of a substitution elasticity of 0.24 minus an income 
elasticity of 0.05). CBO’s range of likely changes in the 
labor supply is bounded at the low end by a total wage 
elasticity of about 0.06 (with a substitution elasticity of 
0. 1 6 and an income elasticity of 0. 10) and at the high 
end by a value of about 0.32 (with a substitution elasticiu* 
of 0.32 and an income elasticity of zero). 

Other Consequences. As Chapter 1 discusses in greater 
detail, high and rising federal debt would, in the long 
term, have several negative consequences in addition to 
the effects just described: 

■ Increased borrowing would increase the amount of 
interest that the ^vernment pays to its lenders, all else 
being equal. Those larger interest payments would 
make it more difficult to reduce future budget deficits, 
necessitating larger increases in taxes or reductions in 
noninterest spending. 

■ Increased borrowing would restrict policymakers’ 
ability to use tax and spending policies to respond to 
unexpected challenges, such as economic downturns 
or financial crises. As a result, chose challenges would 
tend CO have larger negative effects on the economy 
and on people’s well-being. 

■ Increased borrowing would increase the probability of 
a fiscal crisis in which inve.srors lost so much 
confidence in the government’s ability to manage its 
budget that the government was unable to borrow at 
affordable rates. Such a crisis would present 
policymakers with extremely difficult choices and 
would probably have a very .significant negative 
impact on the country. 


7. CBO use,': those same values to estimate the effect on the I'^or 
supply of changes in afrer-rax hourly wages. 
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How CBO Analyzed the Long-Term Effects of 
Federal Borrowing on the Economy 

To analyze medium-term to long-term effects of changes 
in federal borrowing in the illustrative paths, CBO used 
an enhanced version of a model originally developed by 
Robert Soiow wherein people base their decisions about 
woriting and saving primarily on current economic 
conditions — especially wage levels, interest rates, and 
government policies. Their responses to changes in such 
conditions generally mirror their responses to economic 
and policy developments in the past; as a result, the 
responses reflect people’s anticipation of future policies in 
a general way but not their expectations of particular 
future developments.^ 

Long-Tenn Effects of the illustrative Paths 
With Smaller Deficits 

The first two illustrative paths would gradually decrease 
deficits through unspecified increases in tax revenues, 
cuts in spending, or some combination of the two.^ In 
the long run, the reduced federal deficits and debt under 
those scenarios would cause output and income to be 
higher and the ratio of federal debt to GDP to be lower 
than they would be under the extended baseline. 

Deficits 

In the two paths that lead to smaller deficits, CBO 
assumed that the cumulative deficit (excluding interest 
payments and before macroeconomic feedback is taken 
into account) between 2017 and 2026 would be $2 tril- 
lion or $4 rriliion lower than what is projected under cur- 
rent law. The reduction in the deficit in relation to the 
extended baseline would be comparatively small in 2017 
but would increase steadily through 2026; at that point, 
the reduction in the deficit would be $360 billion, or about 
1 .3 percent of GDP. under the first path and $720 billion, 
or over 2-5 percent of GDP, under the second. In each 


8. For derails of CBO’s model, see Congressional Budget Office, 
CBO s Method fiirEstmatirtg Potential Output: An Update (August 
2001), www.cbo.gov/publication/13250. Fora general explanation 
of how CBO analyzes the effects of fiscal policies, sec Congressional 
Budget Office, How CBOAnedyzet theEffictsofChanffts in Federal 
Fiscal Policies on the Economy (November 2014), wvvw.cbo.gov/ 
pid)lication/49494. 

9. For a a>mparison of the e,scimaced budgetary and economic 
ouKomes under similar illustrative paths with those under the paths 
^jedfied by the Honorable Tom Price, Chairman of rlic House 
BiH%et Contmictec. and his staff, sec Congressional Budget Office, 
Budgetary and Economic Outcomes Under Paths for Federal Revenues 
and Noninterest Spending Specified by Chairman Price, March 2016 
(March 2016), www.cbo.gov/publication/51260. 
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Table 6-1. 

Long-Term Effects on Real GNP Under CBO’s Illustrative Budgetary Paths 


Percentage Difference From Level in the Extended Baseline 

2026 

2046 

Illustrative Patti With 10-Year Deficit Reduced by $2 TtiBon 

Central estimate 

0.5 

3 

Range 

0.3 to 0.8 

1 to 4 

illustrative Path With 10-Year Deficit Reduced by $4 TriBon 

Central estimate 

1.0 

5 

Range 

0.5 to 1.5 

2 to 8 

Illustrative Path With 10-Year Deficit Increased by $2 Trilfion 

Central estimate 

-0.5 

-3 

Range 

-0.8 to -0.3 

-6 to -1 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

The $2 trillion and $4 triiiion changes in the illustrative paths represent cumulative changes in deficits relative to CBO’s baseline between 2017 and 2026. 
excluding interest payments on federal debt and before macroeconomic feedback is taken into account. 

Gross national product differs from gross domestic product, the more common measure of the output of the economy, by including the income that 
U.S. residents earn abroad and excluding the income that nonresidents earn in Oiis country. 

The centra! estimates and ranges reflect alternative assessments of tvro factors: how much deficits crowd out investment in capita! goods such as 
factories and computers (because a larger portion of private saving is being used to purchase government securities); and how much people respond to 
changes in after-tax wages by adjusting the number of hours they work. 

GNP = gross national product. 


subsequent year, the reduction, measured as a percentage 
of GDP, would equal the 2026 reduction. 

Output and Interest Rates 

Under the first path, which would reduce 10-year deficits 
by $2 trillion, real GNP would be higher than it would 
be under the extended baseline by 0.5 percertt in 2026 
and by about 3 percent in 2046, according to CBO's cen- 
tral estimates {see Table 6- 1 ). According to CBO’s ranges 
of likely values for key variables, the increase in real GNP 
would probably be between 0.3 percent and 0.8 percent 
in 2026 and between about 1 percent and 4 percent in 
2046. The interest rate on 10-year Treasury securities in 
2046 would be about half a percentage point lower under 
that path than under the extended ba-seline, according to 
CBO’s central estimate. 

Under the second path, which would reduce 10-year 
deficits by $4 trillion, real GNP would be higher than it 
would be under the extended baseline by 1 percent in 
2026 and by about 5 percent in 2046, CBO estimates. 
According to CBO’s ranges of likely values for key 
variables, the increase in real GNP would probably be 
between 0.5 percent and 1.5 percent in 2026 and 
between about 2 percent and about 8 percent in 2046. 


The interest rate on 10-year Treasury securities in 2046 
would be about three quarters of a percentage point lower 
under that path than under the extended baseline, 
according to CBO's central estimate. 

CBO projects that in either case, real GNP per person 
would be substantially higher in 2046 chan in 2016 
(sec Figure 6-2). 

Budgetary Outcomes 

The higher output and lower interest rates under the 
illustrative paths would improve budgetary outcomes in 
the long term. According to CBO’s central estimates, 
under the first path, federal debt held by the public in 
2046 would stand at 96 percent of GDP— 45 percentage 
points lower than it is projected to be under the extended 
baseline (sec Figure 6-2 and Table 6-2). Under the second 
path, federal debt held by the public would fall to 
55 percent of GDP in 2046, 86 percentage points lower 
than it is projected to be under the extended baseline; 
such debt is currently 75 percent of GDP and averaged 
39 percent over the past 50 years. 

Both paths would limit the other consequences of 
high and rising federal debt that were discussed above. 
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Figure 6-2. 

Output per Person and Debt Under CBO’s Extended Baseline and Illustrative Budgetary Paths 



Federal Debt Held by the Public 

Percentage of Gross Domestic Product, by Fiscal Year 
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Illustrative Patir With lO-Year Deficit 
Reduced by $2 Trillion 

Illustrative Path With 10- Year Deficit 
Reduced by $4 Trillion 
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Source: Congressional Budget Office. 

The extended baseline generally reflects current law. foHovwng CBO’s lO-year baseline budget projections through 2026 and then extending most of tfie 
concepts underlying those baseline projections for the rest of the long-term projection period. 

The $2 trillion and $4 trillion changes in the Illustrative paths represent cumulative changes in deficits relative to CBO’s baseline between 2017 and 2026. 
excluding interest payments on federal debt and before macroeconomic feedback is taken into account 

Gross national product differs from gross domestic product, fte more common measure of the output of the economy, by including the income that 
U.S. residents earn abroad and excluding the income that nonresidents earn in this country. 

The estimates of federal debt held by the public include macroeconomic feedback. 

This figure displays only long-term effects, Results over the next few years are discussed later in this chapter. 


compared with what is projected under the extended 
baseline. Although both paths would result in debt that 
was high by historical standards, the policy changes that 
would be needed to reduce deficits to a particular level, 
the constraints on policymakers, and the risk of a fiscal 
crisis would be smaller under tho.se paths than they would 
be under die extended baseline, in which the debt-to-GDP 
ratio is projected to increase substantially. 


Long-Term Effects of the Illustrative Path 
With Larger Deficits 

For comparison with the estimated outcomes under the 
paths with smaller deficits, CBO anai^ed the effects of 
a third illustrative path chat would gradually increase 
deficiw through unspecified decreases in tax revenues or 
increases in spending. Compared with the extended base- 
line, increased deficits and debt under that path would 
reduce output and increase the ratio of federal debt to 
GDP in the long term. 
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Table 6-2. 

Long-Term Deficits and Debt Under CBO’s Extended Baseline and Illustrative Budgetary Paths 

Percentage of Gross Domestic Product 


Extended Baseline 

Illustrative Path With 10-Year Deficit Reduced by $2 TrilSon 
illustrative Path With 10-Year Deficit Reduced by $4 Triffion 
illustrative Path With 10-Year Deficit Increased by $2 TrttSon 


Extended Baseline 

Illustrative Path Witi lO-Year Deficit Reduced by $2Traiion 
illustrative Path Widi 10-Year Deficit Reduced by $4 TrBion 
Illustrative Path With 10-Year Deficit Increased by $2 TrilSon 


Extended Baseline 

Illustrative Path With 10-Year Deficit Reduced by $2 TrilSon 
illustrative Path With 10-Year Deficit Reduced by $4 TrBion 
Illustrative Path With 10-Year Deficit Increased by $2 Trillion 


2026 2046 

Deficit (-) or Surplus, Excluding Interest Papients 
-1.8 -3 

-0.4 -1 

1.0 

-3.2 -5 

Total Deficit (-} or Surplus 

-9 
-5 
-2 
-13 

Federal Debt Held by the ^bllc 


86 

141 

76 

96 

67 

55 

95 

193 


-4.9 

-3.1 

-1,4 

- 6,6 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

The $2 trillion and $4 trillion changes in the illustrative paths rep-esent cumulative changes in deficits relative to CBO's baseline between 2017 and 2026. 
excluding Interest payments on federal debt and before macroeconomic feedback is taken into account. 

The estimates of deficits, surpluses, and debt include macroeconomic feedback. 

* = between zero and 0.5 percent. 


Deficits 

Under the third path, cumulative deficits between 2017 
and 2026 would exceed the deficit under the extended 
baseline by $2 trillion — chat is, by the amount deficits 
would be reduced under the first illustrative path exam- 
ined above. CBO assumed that the path would increase 
deficits steadily over the next decade in relation to what 
they would be under the extended baseline. In 2026, the 
deficit, excluding interest payments, would be $360 billion, 
or about 1.3 percent of GDP, lar^r chan the amount 
under the extended baseline before macroeconomic feed- 
back is taken into account. After 2026, the increase in 
such deficits in relation to the extended baseline would 
continue at the same percentage of GDP as in 2026. 

Output and Interest Rates 

The third path’s higher deficits and debt would crowd out 
private investment, thereby causing output to be lower in 
the long term than under the extended baseline. With 
chose macroeconomic effects incorporated, real GNP 


would be lower than it would be under the extended 
baseline by 0.5 percent in 2026 and 3 percent in 2046, 
CBO estimates (see Table 6-1 on page 68). Using the 
likely ranges for key variables, the agency estimates that 
real GNP would be between 0.3 percent and 0.8 percent 
lower in 2026, and between 1 percent and 6 percent 
lower in 2046 than under the extended baseline. How- 
ever, even with the negative impact of higher debt, CBO 
projects that real GNP per person would be considerably 
higher in 2046 chan in 2016 because of continued 
growth in productivity (see Figure 6-2 on page 69). As a 
result of higher federal debt, the interest rate on lO-year 
Treasury securities would be about half a percentage 
point higher than under the extended baseline, according 
to CBO’s central estimate. 

Budgetary Outcomes 

Under the third path, budgetary outcomes would be 
worsened by the economic changes that resulted from the 
path’s higher deficits and debt. With the effects of lower 
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output and higher interest rates incorporated, federal 
debt held by the public under the path would reach 
193 percent of GDP in 2046, CBO estimates (see 
Figure 6-2 on page 69 and Table 6-2 on page 70); it is 
projected to be 141 percent under the extended baseline. 
Thus, debt would be much higher and would rise much 
more rapidly than under the extended baseline. 

In addition to its effects on output, income, and interest 
rates, the third path would also bring about many of the 
other consequences associated with high and rising fed- 
eral debt that are discussed above; those effects would be 
especially acute under this path because the debt would 
be so high and rise so rapidly. Such a path would necessi- 
tate much larger policy changes to reduce deficits to a 
particular level than the first two paths would. In addition, 
it would impose considerable constraints on policymakers 
and significantly raise the risk of a fiscal crisis. 

Short-Term Economic Effects of the 
Illustrative Paths 

The budgetary paths whose long-term macroeconomic 
effects have been analyzed in this chapter would have 
short-term effects as well. In the short term, policies that 
increased deficits would boost the overall demand for 
goods and services, thereby raising output and employ- 
ment above what they would be otherwise. Similarly, pol- 
icies that decreased deficits would reduce overall demand, 
thereby lowering output and employment. In CBO’s 
aSsSessment, those effects are stronger when short-term 
interest rates are near zero and output is below its 
potential (maximum sustainable) level, in part becau.se 
under those conditions the Federal Reserve is unlikely ro 
adjast short-term interest rates to try to offset the effects 
of changes in deficits. 

Effects of the Paths With Smaller Deficits 
Under the two illustrative paths that would reduce deficits, 
real GDP would be lower over the next few years than is 
projected under current law, CBO estimates. Because the 
agency did not specify the fiscal policies underlying those 
paths, the estimated macroeconomic effects arise solely 
from the effect on aggregate demand of differences in 
overall deficits.'*^ 

In the first path, which would lower deficits by $2 trillion, 
the reductions in the deficit (excluding interest payments) 
would amount to $40 billion in 2017 and $76 billion 
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in 2018 before macroeconomic feedback is taken into 
account. In the second path, which would lower deficits 
by $4 trillion, those reductions would be $80 billion in 

2017 and $151 billion in 2018 . CBO estimates that both 
paths would reduce overall demand for goods and ser\4ces, 
thereby lowering output in the short term. Under the first 
path, real GDP in 20 1 7 would be 0. 1 percent lower chan 
it is projected to be under current law (or it would be 
equ;d to or a.s much as 0.2 percent lower chan what it is 
projected to be under current law, according to CBO’s 
ranges of likely values for key variables; see Table 6-3). 

In 2018, real GDP w'ould again be 0.1 percent lower (or 
it would be equal to or as much as 0.3 percent lower than 
under current law, according to CBO's range,s of likely 
values). Under the second path, real GDP would be 

0.3 percent lower than it is projected to be under current 
law in both 2017 and 2018 (or between O.I percent and 
0.5 percent lower in 2017 and equal to or as much as 
0.5 percent lower in 20 1 8 than what would occur under 
current law, according to CBO’s ranges of likely values). 

The paths would most likely continue to reduce real GDP 
below what it would be under current law for a few years 
after 2018, but CBO has not estimated the effects for 
those years. 

Because businesses would produce less, they would hire 
fewer workers. According to CBO’s central estimates, the 
number of full-time-equivalent employees under the first 
path would be 0.2 and 0.3 million smaller in 2017 and 
2018, respectively, than under current law; under the 
second path, there would be 0.4 million fewer full-time- 
equivalent employees in 2017 and 0.5 million fewer in 

2018 than undercurrent law.” 


10. CBO assumed chat — when shon-term interest races were at or very 
near icro and monetary poliq^ was thought to be constrained — 
each one-dollar change in budget deficits (excluding interest 
payments) relative to those under current law would change output 
cumulatively by one dollar over several quaners. That cftcct is 
estimated to be smaller when short-term interest rates are higher 
and monetar)' poliq'makers have more flexibility in responding to 
reductions in a^regate demand. For a similar approach, see 
Congressional Bucket Office, Bxtdgetary and Economic Oiucomes 
Under Padis fir Federal Revenues and Noninterest Spending Specified 
by Chairman Price, March 2016 (March 2016), www.cbo.gov/ 
jHiblication/5 1 260. 

11. A year of full-time-equivalent employment is equal to 40 hours of 
employment per week for one year. 
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Table 6-3. 

Short-Term Effects on Output and Employment Under CBO’s Illustrative Budgetary Paths 



Inflation-Adjusted GDP 
(Percentage difference from 
level in the extended baseline) 

Fuif-Time-Equivalent Employment® 
(Difrerence in millions from 
level in the extended baseline) 


2017 

2018 

2017 

2018 

illustralive Path With 10-Year Deficit Reduced by $2Trilfiorr 
Central estimate 

Range 

-0.1 

-0.2 to 0 

-0.1 

-0.3 to 0 

-0-2 

-0.4 to -0.1 

-0.3 

-0.4 to -0.1 

Illustrative Path With lO-Year Deficit Reduced by $4 Trillion 
Central estimate 

Range 

-0.3 

-0.5 to 4).1 

-0.3 

-0.5 to 0 

-0.4 

-0.7 to -0.1 

-0.5 

-0.9 to -0.1 

Illustrative Path With 10-Year Deficit Increased by $2 Trillion 
Central estimate 

Range 

0.1 

0 to 0.2 

0.1 

0 to 0.3 

0.2 

0.1 to 0.4 

0.3 

0.1 to 0.4 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO's 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of ttte long-term projection period. 

The $2 trillion and $4 trillion changes in the illustrative paths rejwesent cumulative changes in deficits relative to CBO's baseline between 2017 and 2026. 
excluding interest payments on federal debt and before macroeconomic feedback is taken into account, 

The central estimates and ranges reflect alternative assessments of three factors; how much changes in overall demand affect output in the short term; 
how much deficits crowd out investment in capita! goods such as factories and computers (because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting the number of hours they work. 

GDP = gross domestic product. 

a. Full-time-equivalent employment is calculated by dividing the total number of hours gained or lost during a year by 2,080, the annual number of hours 
worked by a full-time employee. 


Effects of the Path With Larger Deficits 

Under the illuscracive path that would increase deficits, 
real GDP would be higher in the next few years than is 
projected under current law, CBO estimates. That path 
would boost deficits (excluding interest payments) by 
$40 billion in 2017 and by $76 billion in 2018 before 
macroeconomic feedback is taken into account — that is, 
by the same amounts the path with $2 trillion of deficit 
reduction would shrink them in those years. The result- 
ing boost in overall demand would increase real GDP 
above what is projected under current law by 0.1 percent 


in both 2017 and 2018, CBO estimates. According to the 
agency’s ranges of likely values for key variable.?, real GDP 
would probably be equal to or as much as 0.2 percent 
higher in 20 17 and up to 0.3 percent higher in 2018 than 
what is projected under current law. 

To produce that additional amount, businesses would 
hire more workers. As a result, the number of full-time- 
equivalent employees would be greater chan is projected 
under current law by 0.2 million in 2017 and by 
0.3 million in 2018, CBO e-stimace-s. 
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Box 6-1. 

Long-Term Effects of Limiting Social Security Benefits to Amounts Payable From 
Dedicated Funding 

The Congressional Budget Office projects that, without legislative action, the worsening shortfall in the 
Social Security program’s finances would cause the program’s combined trust funds to be exhausted in 
calendar year 2029 (see Chapter 2).’ After exhaushon. trust fund balances would no longer be available to 
make up the gap between benefits specified in current law and annual trust fund receipts. The manner in 
which that situation was resolved would have important implications for die federal budget. CBO’s extended 
baseline incorporates one set of assumptions about that resolution, and the agency also analyzed a scenario 
incorporating an alternative set. 

The extended baseline reflects the assumption that die Social Security Administration will pay benefits as 
scheduled under current law regardless of the status of the program’s trust funds— an assumption that is 
consistent with a statutory requirement that CBO. in its 10-year baseline projections, assume that funding for 
entitlement programs is adequate to make ail paymente required by law.^ However, if the trust funds’ balance 
declined to zero and current revenues were insufficient to cover benefits specified in law. the Social Security 
Administration would no longer be permitted to pay beneficiaries die full amounts to which they were entitled 
when payments were due because other laws prohibit officials from making expenditures in excess of 
available funds. The potential conflict would have to be resolved by the Congress or in the courts.^ 

If benefits were limited to the amounts payable from dedicated funding, benefits would be reduced by 
29 percent in 2030 and by greater percentages in later years in relation to the amounts in CBO’s extended 
baseline- Although it is unclear how much the specific amounts for beneficiaries would be reduced under that 
scenario, this analysis incorporates the assumption that each recipient's annua! benefit would be reduced by 
the percentage necessary for outlays to match revenues in each year after the trust funds were exhausted. 

in CBO’s assessment, the reduction in benefits would lower deficits Oncluding debt service) by 1 percent of 
gross domestic product (GDP) in 2030 and by a much larger 4 percent of GDP in 2046. (In CBO’s extended 
baseline, the projected deficit in 2046 is 9 percent of GDP.) 

The reduction in benefits would cause some affected workers to choose to remain in the labor force longer 
than they would have otherwise, which would increase the supply of labor and thus the economy's output in 
the long term. Lower deficits and debt would also lead to higher output and lower interest rates than what CBO 
projects in the extended baseline. With payable benefits, gross national product in 2046 would be 3 percent 
higher and interest rates 0.4 percentage points lower than under the extended baseline, CBO estimates. 

The higher output and lower interest rates would improve budgetary outcomes. With those macroeconomic 
effects incorporated into its analysis. CBO estimates that the ratio of federal debt held by the public to GDP in 
2046 would stand at 101 percent, which is 40 percentage points lower than under the extended baseline. The 
other consequences of high and rising debt would also be diminished: The policy changes necessary to 
reduce deficits to a particular level, the constraints on policymakers, and the risk of a fiscal crisis would be 
smaller than under the extended baseline. 

CBO’s estimates of the macroeconomic and budgetary outcomes with payable benefits are based on the 
assumption that people would not change their decisions regarding consumption, saving, and work in antici- 
pation of lower Social Security benefits. In CBO’s assessment, if people responded to the prospect of lower 
benefits, they would increase their saving by cutting consumption and working more, both of which would help 
reduce the impact that lower future benefits would have on their future income and consumption. That 
increase in saving and in the labor supply would boost the capital stock and GDP. thereby raising taxable 
income and revenues and further towering deficits. As a result, the ratio of federal debt held by the public to 
GDP in 2046 would probably be less than 101 percent, the amount CBO estimates that ratio would be if people 
did not change their consumption, saving, or work decisions in anticipation of lower Social Security benefits. 


1. Although the two trust funds are legally separate, in this report. CBO follows the common analytical convention of considering 
them to be combined. For a detailed discussion of various Social Security policy options, see Congressional Budget Office, 
Social Security Policy Options. 2015 (December 2015), www.cbo.gov/jXiblication/51011. 

2. See sec. 257(b)(1) of the Balanced Budget and Emergency Deficit Conftol Act of 1985. Public Law 99-177 (codified at 2 U S C 
1907(b)(1) (2012)). 

3. Noah P, Meyerson, Social Security: What Would Happen if the Trust Funds Ran Out? Report for Congress RL33514 
(Congressional Research Service, August 2014), avaitaUe from the U.S House of Representatives. Committee on Ways and 
Means, 2014 Green Book. Chapter 1: Social Security. “Social Security Congressional Research Service Reports” (accessed 
July 8, 2016), http;//go.u5a.gov/cCXcG. 
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CHAPTER 


H 

The Uncertointy of Long-Term Budget Projections 


B 

■■l^udget projections are inherently uncertain. The 
projections in this report generally reflect current law and 
estimates of future economic conditions and demographic 
trends. However, if future policies governing taxes and 
spending diverge from what is prescribed in current 
law, budgetary outcomes will differ from those in the 
Congressional Budget Office’s extended baseline, as the 
preceding chapter shows. Even if laws do not change, 
the economy, demographics, and other feciors will 
undoubtedly differ from what CBO projects, and those 
variations will in turn cause budgetary outcomes to devi- 
ate from the projections in this report. Those differences 
could be within the ranges of experience observed in the 
relevant historical data — which, for the factors that CBO 
analyzes, cover roughly the past 50 to 70 years — or they 
might depart from historical experience. Moreover, sig- 
nificant budgetary effects could result from channels that 
CBO has not attempted to quantify in its analysis. 

To illustrate some of the uncertainty associated with 
long-term budgetary outcomes, CBO constructed alter- 
native projections that show what would happen to the 
budget if the values for various underlying factors differed 
from those used in the extended baseline. The alternative 
projection.? are based largely on the variation over time in 
the underlying factors’ 30-year averages, as well as on 
consideration of possible future economic and demo- 
graphic developments. The agency focused on four factors 
that are among the most fundamental — and yet most 
uncertain — inputs into its long-term economic and bud- 
get projections. Specifically, CBO quantified the conse- 
quences of alternative paths for the following variables: 

■ The labor force participation rate, 

■ The growth rate of total factor productivity — that is, 
the growth of real (inflation-adjusted) output that is 
not explained by the growth of labor and capital,’ 


i . Total feccor productivity is different from labor productivity, 
which is the amount of goods and services that can be produced 
per hour of labor. 


■ Interest rates on federal debt held by the public, and 

■ The growth rate of federal spending per beneficiary 
for Medicare and Medicaid. 

Different paths for those four factors would affect the 
budget in various ways. For example, lower-than-projected 
labor force participation rates would diminish the size of 
the labor force and thereby reduce tax revenues. Faster 
growth in spending per beneficiary for Medicare and 
Medicaid would boost outlays for those two programs. 
Either of those changes would increase deficits and debt, 
which would lead to reduced output and higher interest 
rates — leading to macroeconomic feedback that would 
further worsen the budget outlook. By contrast, faster 
growth in coral factor productivity (henceforth referred to 
in this chapter simply as productivity) or lower interest 
rates on federal debt held by the public would have the 
opposite effects on the budget. Those changes would 
reduce deficits and debt — in the former case, by increasing 
output and revenues, and in the latter case, by lowering 
the government’s interest payments. 

The projected budgetary outcomes under the alternative 
paths vary widely. In CBO’s analysis, when only one fector 
at a time changes, projections of federal debt held by the 
public in 2046 range from 103 percent of gross domestic 
product (GDP) to 192 percent; under the extended base- 
line, federal debt as a share of GDP is projected to be 
14 1 percent. Among the four factors, the simulated varia- 
tion in labor force participation rates has much smaller 
effects on the budget over 30 years than the simulated 
variations in productivity, interest rates, and spending for 
Medicare and Medicaid. When ail four factors change at 
once — but by only 60 percent as much as when they vary 
individually — projections of federal debt in 2046 range 
from 93 percent to 196 percent ofGDP. Those projected 
levels of debt are all high by historical standards; compared 
to the peak reached in 1 946, when federal debt amounted 
to 106 percent of GDP, the projections range from 
slightly less than that record high to nearly twice that 
amount. Even at the low end of chat range, debt would be 
higher than it is now. 
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I'he four factors listed above are not the only ones that 
could differ from what is projected in CBO’s extended 
baseline and affect budgetary outcomes. For example, 
higher rates of fertility or greater immigration flows 
would mean an increase in the ratio of working-age adults 
to older adults — with increased revenues collected from 
workers more than offsetting the additional spending 
resulting from increases in the number of older people 
receiving benefits. Moreover, changes in earning inequal- 
ity could affect the budget relative to CBO’s projections 
through revenues from individual income taxes, spending 
on means-tested programs, and so on. Similarly, decisions 
by states about how much they spend on Medicaid could 
increase or decrease federal spending relative to CBO’s 
projections. 

Other types of developments could also have significant 
effects on the budget that are not quantified in this 
analysis — for example, an economic depression, such as 
the one that occurred in the United States in the 1930s; 
unexpectedly large losses on federal credit or insurance 
programs, such as those involving mortgage guarantees; a 
cata.strophe or major war; unexpectedly significant effects 
of climate change; or the development of a previously 
underused natural resource. Any of chose occurrences could 
create conditions in the next 30 years that are substantially 
better or worse than those reflected in the historical data 
on which CBO’.s based its analysis. The analytic approach 
the agency used for this long-term analysis focuses on 
projecting average outcomes. 

Policymakers could address the uncertainty associated 
with long-term budget projections in various ways. For 
instance, they might design policies that partly insulated 
the federal budget from some unanticipated events; how- 
ever, chose policie.s could have unwanted con.sequences. 
such as shifting risk to individuals. Another possibility 
is that policymakers might aim for a smaller amount of 
federal debt to provide a buffer against the budgetary 
impact of adverse events and allow For more flexibility in 
responding to unexpected crises in the future. 

Long-Term Budgetary Effects of 
Changes in Four Key Factors 

Budgetary outcomes could differ from CBO’s projections 
if values for the four factors mentioned above — labor force 
participation rates, the growth rate of produaivity, interest 
rates on federal debt, or the growth of federal spending 
per beneficiary on Medicare and Medicaid — diverged 
from those underlying the extended baseline projeaions 
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in this report. Unexpected changes in labor force partici- 
pation races would alter the size of the labor force, output, 
and tax revenues. Changes in productivity would lead to 
changes in economic output, which would affect both 
revenues and spending. Changes in the interest rates on 
federal debt would affect the amount of interest paid by 
the government. And changes in the growth race of fed- 
eral health care spending, one of the largest components 
of the budget, would have significant implications for 
overall federal spending. 

For CBO’s alternative projections, the variation in those 
four factors over time offers a guide (though an imperfect 
one) to the amount of uncertainty chat surrounds projec- 
tions of those individual factors over the next 30 years. 
History is not an indicator of all future uncertainty, how- 
ever. For that reason, CBO also considered the effects of 
pos-sible future developments on the ranges used in the 
alternative projection.s. 

Furthermore, to better capture the overall uncertainty of 
the combined effects oftho.se individual factors, CBO 
also constructed two projections in which all four factors 
simultaneoasly varied from their values under the extended 
baseline. In one of those cases, all of the factors varied in 
ways that increased the amount of federal debt; in the 
other, they varied in ways that reduced the amount of 
the debt.^ 

In CBO’s extended baseline, which reflects the expected 
outcomes of those four fectors, federal debt held by 
the public would equal 141 percent ofGDP in 2046. 
Alternative projections of the fectors would lead to the 
following outcomes: 


2. Another approach to quantifying the uncertainty of budget 
projections would be to create a distribution of outcomes from a 
large number of simulations in wliich factors such as productivity 
growth, interest rates, and die rare of increase in health care costs 
varied around an expected outcome. CBO generally uses that 
approach in its reports on the financial outlook for the Social 
Security crust funds. See Congressional Budget Office, CBO’s 20] 5 
Long-Term Projections jhr Social Security: Additional Injomiation 
(December 2015), \vww.cbo.gov/publicarion/5l047, and 
Qttantifying Uncertainty in the Analysis of Long- Term Social Security 
Projections (November 2005), www,cb(>.gov/pub!ication/17472. 
However, the analysis presented here focuses on uncertainty as it 
relates to the expected outcomes rhemseives, rarlier than variation 
around those outcomes. Determining the appropriate variation in 
expected outcomes and estimating the distribution of outcomes for 
the federal budget as a whole would require additional mcxleling 
tools chat CBO has nor yet developed. 
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■ If the labor force participation rate was, on average, 
about 2 percentage points higher or lower over the 
2017-2046 period than is projected in CBO’s 
extended baseline, and was about 3.0 percentage jx)ints 
higher or lower in 2046, federal debt held by the public 
that year would be 137 percent of GDP (if participation 
was higher) or 144 percent (if participation was lower). 

■ If productivity grew 0.5 percentage points per year 
more quickly or more slowly than it does in CBO’s 
extended baseline, federal debt held by the public in 
2046 would be 1 12 percent of GDP (if productivity 
growth was faster) or 173 percent (if productivity 
growth was slower). 

■ If the average interest rate on government debt was 

1 .0 percentage point lower or higher than that in CBO s 
extended baseline, federal debt held by the public in 
2046 would be 1 08 percent of GDP (if the rate was 
lower) or 188 percent (if the rate was higher). 

■ Ifspending per beneficiary for Medicare and Medicaid 
grew 1 .0 percentage point per year more slowly or 
more quickly than it does in CBO’s extended baseline, 
federal debt held by the public in 2046 would be 

1 03 percent of GDP (if spending grew more slowly) 
or 192 percent (ifspending grew more quickly). 

■ If all four fectors deviated from their baseline values 
in ways that reduced deficits but did so by only 

60 percent as much as in the cases specified above, 
federal debt held by the public in 2046 would be 
93 percent of GDPj if all four factors deviated in ways 
that increased deficits but did so by only 60 percent as 
much a.s in the cases described above, federal debt held 
by the public would be 196 percent of GDP. 

Those alternative projections incorporate macroeconomic 
feedback. For example, increased government borrowing 
would eventually reduce private investment in productive 
capital. The result would be a smaller stock of capital and 
lower output and income in the long term than would 
otherwise be the case. Lower income would reduce tax 
revenues. Federal noninterest .spending would be lower if 
income was lower — although the effect would be smaller 
than that on revenues — becau.se Social Security benefits 
are linked to earnings and because total spending on 
health care tends to vary with total income over the long 
term. CBO assumed that changes in income would not 
affect other noninterest spending. Therefore, budgetary 
feedback from increased government borrowing would 
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lead to lower spending and still lower revenues, which 
would result in increased deficits and federal debt. Bud- 
getary feedback from decreased government borrowing 
would work in the opposite direction. 

Labor Force Participation 

The Wx>r force participation rate is the percentage of 
people in the civilian noninsiitutionalized population 
vidio are age 16 or older and either working or actively 
seeking work. That rate reflects people’s decisions about 
the attractivene.ss of working or searching for work com- 
pared with such alternatives as attending school, caring 
for family members, or retiring. Key determinants 
include the demographic characteristics of the population 
and economic conditions. In CBO’s extended baseline, 
labor force participation is projected to decline from 
about 63 percent in 2017 to about 58 percent in 2046.^ 

Tlie average rate of labor force participation during the 
30-ycar period from 1986 through 201 5 was about 6 per- 
centage points higher chan it wa.s from 1949 through 
1978, the earliest period for which published data are 
available (.see Figure 7-1). That increase was largely 
driven by long-term increase.s in women’s labor force par- 
ticipation. The rate of participation for women climbed 
from 33 percent in 1949 to a peak of 60 percent in 1999 
before slowly declining to 57 percent in 2015. The 
increase in women’s labor force participation was partially 
offeet by declines in men’s rate of participation, which fell 
from 87 percent in 1 948 to 69 percent in 201 5. 

Variations in labor force participation rate.s affect the 
federal budget by changing output and income and by 
changing the interest rates the federal government pays 
on public debt.^ For example, income from higher labor 
force participation increases tax revenues. With respect to 
interest rates, higher labor force participation increases 
the ratio of labor to capital — factories and computers, for 
example — and thereby makes capital more productive, 
which implies a higher rate of return on investment in 
private capital, all else being equal. According to widely 


3. For more information on CBO’s labor force projections, see 
Appendix A of this report and Congressional Budget Office, 

The Budget and Economic Outlook: 2016 to 2026 Qanuan- 2016), 
Chapter 2, www.cbo.gov/publication/5n29. 

4. To simplify this uncertaitity anaiy.sis, CBO did not projea 
bud^rary effects of changes in labor force participation rates on 
means-tested programs beyond the agencs-’s estimates of the way 
potential GDP affects spending for such programs. 
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Figure 7-1. 


The 30-Year Averages CBO Used to Illustrate Uncertainty in Long-Term Budget Projections 

Percent 


Labor Fort^ Sate 




»78 1983 1988 1993 1998 2003 2008 2013 2018 2023 2028 2033 2038 2043 

Final Year of the 30- Year Average 


Sources: Congressional Budget Office; Bureau of Labor Siatistics; Federal Reserve: Social Security Administration. 

To illustrate some of the uncertainty associated with long-term budgetaiy outcomes, CBO constructed alternative projections that show what would 
happen to the budget if four underlying factors differed from the values that were used to construct the extended baseline. This figure shows the 
projected variation in those factors, which is based largely on the historical variation in the factors’ 30-year averages and begins in 2017, 

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projeefions through 2026 and then extending most of the 
concepts underlying those baseline prelections for die rest of die long-term projection period. 

The 30-year average for a given year is the average of the data value for that year and the values for the preceding 29 years. For example, the 30-year 
average for productivity grovrth in 2015 is the average of the growth of productivity in years 1986 through 2015. 

The labor force participation rate is the percentage of people in the civilian ironinstitutionalized population who are age 16 or older and either workino or 
actively seeking work. 

Productivity growth Is the growth of total factor productlvlty-that Is, the growth of real (inflation-adjusted) output that is not explained 6y the qrovylh of 
labor and capital. 


Continued 
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Excess Cost Growth Rate for federal Spending on Medicare and Medicaid 



FifiaJ Year of Che 30-Year Average 


Excess cost growth refers to tlie extent to vrfiich the growth rate of nominal health care spending per person— adjusted for demographic characteristics 
of the relevant poputations-exceeds the growth rate of potentiat gross domestic product per person. (Potential gross domestic product is the maximum 
sustainabie output of the economy.) 

The different periods shown for actual data reflect the availability of those data. 


used economic models, if growth in labor forc^ panicipa- 
tion increases, that rate of return remains higher over 
time. Because the federal government competes with pri- 
vate borrowers for investors’ money, higher returns from 
private investment should push up interest rates paid by 
the federal government.^ 

To assess the budgetary effects of labor force participation 
rates that differ from CBO’s central estimates, the agency 
projected outcomes if the labor force participation rate 
grew or shrank each year for 30 years relative to CBO’s 
extended baseline.'’ In CBO’s baseline projection, the labor 


force participation race is 58 percent in 2046. In the 
alternative projections, the labor force participation rate 


5- For example, in the Soiow-rype growth mode! ihar CBO used 
for diis analt-sis, if labor force participation rates in 2046 %verc 
3 percenage points higher chan projected in the extended baseline, 
foe average interest rate on federal debt held by the public that 
year would be about 0.4 percenta^ points higher than the baseline 
value. For details of that model, see Congressional Budget Office, 
CBO’s Method for Estimating Potential Output: An Update 
(August 2001), www.cbo.gov/pubitcacion/13250. 

6. CBO’s ceatrai estimates represent expecred outcomes what key 
inputs to the analysis are at the midpoints of their ranges. 
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over the entire 2017-2046 period is, on average, about 
2 percentage points higher or lower than in CBO’s base- 
line, and it is about 3 percentage points hi^er or lower in 
2046. The labor force participation rate could be that 
high or low for various reasons: 

■ People who were ages 1 6 to 24 in the midst of the 
2007-2009 recession and during the slow recovery 
that followed have displayed historically low rates of 
labor force participation. Because it is uncertain how 
much those participation rates have been held down 
for temporary reasons (such as weakness in the labor 
market) or persistent ones (such as people over a^ 16 
spending a greater proportion of time as full-time 
students), projections of their future labor force 
participation are particularly uncertain. If, as members 
of that group got older, they were to participate in the 
labor force at higher races than CBO projects in its 
extended baseline, the overall rate of participation 
would rise above 58 percent, the level projected for 
2046. Furthermore, it is uncertain whether labor 
force participation rates for that group foretell the 
participation race for future generations. If, over 

the next 30 years, people turning age 16 increased 
their labor force participation relative to those who 
turned 16 over the past decade, the overall labor force 
participation rate would be higher than projected in 
CBO’s extended baseline. I-abor force participation 
would fall below CBO’s projections if, in the future, 
the participation rate of people over age 16 decreased 
relative to the baseline as they got older or if they 
entered the labor force at lower rates than projected in 
CBO’.s baseline. 

■ The structure of the tax system under current law is 
projected to raise effective tax races on earnings from 
labor and thus reduce the amount of labor that workers 
choose to supply. Those changes are mainly attributable 
to the following: the gradual shift of income into higher 
tax brackets, because income grows faster than prices; 
and the implementation of a new tax on certain 
employment-based health insurance plans with high 
premium.s, which is scheduled to go into effea in 2020 
and is projected to affect a growing number of people 
over time. Workers’ responses to tax rates could be 
much stronger or weaker than CBO has projeaed.’ 

■ .Social and technological developments, such as 
changes in the roles of men and women in the rearing 
of children or the diffusion of a new medical 
technology that improves the health of the 
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population, could significantly alter labor force 
participation rates in the future. 

CBO estimated likely ranges for the first two of those 
contributing factors — examining high and low values for 
the participation rates of cohorts of young workers and 
hig^ and low values of labor-supply responses to changes 
in tax rates — and considered effects of the third contrib- 
uting factor, other potential factors, and their interac- 
tions. The resulting alternative projections for labor force 
participation are about 3 percentage points higher (or 
lower) in 2046. The alternative labor force projections 
would lead to the following alternative budget projections: 

■ If the labor force participation rate was 61 percent in 
2046, the resulting higher GDP would lead to more 
revenues, higher interest rates, smaller budget deficits, 
and less federal debt. Federal debt held by the public 
would be 137 percent of GDP in 2046 rather than the 
14 1 percent that CBO projects under the extended 
baseline (see Figure 7-2). 

■ If the labor force participation rate was 53 percent 

in 2046, the slower economic growth would result in 
larger budget deficits and more debt. That debt would 
be 144 percent of GDP in 2046. 

Productivity 

Productivity is an important determinant of economic 
output. Its growth stems from a number of sources, 
such as the introduction and spread of new technology, 
increases in workers’ education and skill levels, and the 
use of new processes that improve the efficiency of orga- 
nizations. CBO estimates that the growth of productivity, 
which has averaged 1.5 percent per year since 1950, has 
accounted for more than 40 percent of the increase in real 
(infiation-adjusted) nonfarm business output over that 
time. Productivity is projected to increase, on average, by 
1.3 percent per year in the coming decades in CBO’s 
extended baseline. 

However, the growth rare of productivity has often varied 
for extended periods. Periods of rapid growth have gener- 
ally resulted from major technological innovations. For 
example, innovations in four critical areas — electricity 


7. For further discussion, see Congressional Budget Office, How the 
Supply of Labor Responds to Chants in Fiscal Policy (October 2012), 
svww.cbo.gov/publicaci<}n/43674; and Fdward Harris and Shannon 
Mok, How CBO Estimates the Effkts of the Affordable Care Act on 
the Labor Market. Working Paper 20 1 5-09 (Congressional Budget 
Office, December 201 5), ww'w,cbo.gov/publicaTion/51065. 
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Figure 7-2. 

Federal Debt Given Different Labor Force Participation Rates 

Percentage of Gross Domestic Product 



2000 2005 .2010 2015 2020 2025 2030 2035 2040 2045 


Source; Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO's 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

Federal debt refers to debt held by the public. Values are CBO’s centra! estimates from ranges determined by alternative assessments of two factors: 
how much deficits crowd out investment In capital goods such as factories anti computers {because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting the number of hours they work. 

The labor force participation rate is the percentage of people in the civilian noninstitutionalized population who are age 16 or older and either working or 
actively seeking work. 

The aiternative projections of labor force participation rates begin in 2017. in 2046, they are about 3 percentage points higher and lower than they are in 
the extended baseline. 


generation, internal combustion engines, chemicals, and 
celecommunicacions — triggered a surge in productivity in 
the 1920s and 1930s. Another surge occurred in the 
1950s and 1960s, spurred by the electrification of homes 
and workplaces, suburbanization, completion of the 
nation’s highway system, and production of consumer 
appliances. The latest surge in productivity — a more 
modest one — began in the 1990s and is attributed to 
innovations involving computers and ocher types of 
information technology.*^ Producriviry growth has been 
relatively weak since the 2007-2009 rece.ssion. however, 
and it is expected to remain weak over the next few' years. 

A great deal of uncertainty surrounds the future growth 
rate of productivity. The nation could experience faster 
growth in produccivity than is reflected in CBO’s extended 
baseline, either .steadily (as a re.sult of ongoing gains from 


8. For tui'ther di.scussiori. .sec Robert ShackJcfon. Total Factor 
Productivity Cirowth in Plistoricul Perspective, \Vt)ricing Paper 
2013-01 (Cons’icssional Budget Office, March 20!3), 
www,cbo,gov/pubiica!,'ion.'44<K)2. 


the integration of information technology into the econ- 
omy, for example) or more suddenly {from a technological 
breakthrough, such as the development of a new .source 
of energy). Conversely, the growth of productivity could 
be .slower chan is projected in CBO’s extended baseline 
(if. for example, the rate of increase in workers’ education 
ies'els declined or if technological innovation or the dis- 
persion of previous technological innovations throughout 
the economy diminished more than expected). 

Changes in the rate of producriviry growth, would affect 
the federal budget by changing ourpuc and income and 
also, in CBO’s asse-ssment, by changing the interest rates 
the federal government pays on public debt. Higher pro- 
ductivity' would increase revenues because of greater output 
and income. Higher productivity', like greater labor force 
participation, aj.so indicates that capital is more productive, 
which implies a higher rate of return from private capital 
investment, all else being equal. Because the federal gov- 
ernment competes with private borrowers for investors’ 
money, higher returns from private investment would 
push up interest rates paid by the federal government. 
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Although empirical estimates of the relationship between 
productivity and interest rates vary, the theoretical 
relationship is clear enough for CBO to incorporate 
an effect on interest rates into this analysis.’ 

CBO assessed average productivity growth over the 37 
30-year periods that occurred between 1950 and 2015. 
Beginning with the 1950—1979 period and ending with 
the 1986-2015 period, average productivity growth scried 
by about 1 percentage point (see Figure 7-1 on page 78). 
CBO therefore projected economic and budgetary out- 
comes that would occur if productivity grew by either 
0.8 percent or 1 .8 percent per year over the next 30 years — 
chat is, 0.5 percentage points more slowly or more quickly 
than the 1.3 percent that is incorporated in the extended 
baseline.*'* 

Those alternative projections for productivity growth 
would lead to the following alternative budget projections: 

■ If productivity grew by 1.8 percent annually, 

0.5 percentage points more quickly than in the 
extended baseline, then the greater GDP would result 
in more revenues, higher interest rates, smaller budget 
deficits, and less federal debt as a share of GDP. Federal 
debt held by the public would be 1 12 percent of GDP 
in 2046 rather than the I4l percent that CBO 
projecK in the extended baseline (see Figure 7-3). 

■ If productivity grew by 0.8 percent annually, 

0.5 percentage points more slowly than in the 
extended baseline, the slower economic growth would 
result in lai^er budget deficits and more debt as a 
share of GDP. That debt would be 173 percent of 
GDP in 2046. 


9. For example, in the So!ow-cypc growth model that CBO used 
for this analysis, if productivity grew 0.5 percent^c points more 
quickly than it is projected to grow in the extended baseline, the 
average interest rate on federal debt held by the public in 2046 
would be about 0.7 percentage points higher than the extended 
baseline value. For derails of that model, see Congressional Budget 
Office, CBO's Method for Estimating Potential Output: An Update 
(August 2001), www.cbo.gov/publkation/l3250. 

10. For another approach to measuring uncertainty in long-run 
projections of productivity growth, .see Ulrich K. Miillcr and 
Mark W. Watson, '‘Measuring Uncertainty About Long-Run 
Predictions,” Review of Economic Studies (March 20 1 6), 
hrcp://dx.doi.org/10.i093/restud/rdw003. Muller and Watson’s 

approach yields a range of uncertainty around producriviiv 
growth that is similar in size to the range that CBO cdculated. 


Faster or slower productivity growth could also affect the 
budget in ways that are not accounted for in this analy- 
sis — for example, by changing the shares of the nation’s 
income received by workers {in the form of wages and 
salaries, for instance) and by the owners of productive 
capital (in the form of corporate profits, for example). In 
recent years, technological change appears to have affected 
productivity in ways that put downward pressure on 
labor’s share of income (for example, by expanding 
options for using capital in place of labor), a trend that 
some economists believe will be long-lasting.'* 

Interest Rates on Federal Debt 

Changes in interest rates on federal debt held by the 
public — or federal borrowing rates— have direct effects 
on the budget. Federal borrowing rates are currently at 
historic lows, but CBO projects that they will rise in the 
coming years, from an average of ! .7 percent in 201 5 
to 4.4 percent in 2046. As a result of those projected 
increases and the resulting increase in deficits, interest 
payments on federal debt, which are currently a little over 
1 percent of GDP, are projected to grow to about 6 percent 
of GDP by 2046. As federal debt grows to 14I percent of 
GDP in 2046, changes in the federal borrowing rate will 
have larger impacts on the federal budget. 

However, given how much interest rates on federal debt 
have varied in the past, projections of those rates involve a 
great deal of uncertainty. CBO estimates that in real terms 
(that is, with adjustments to exclude the effects of infla- 
tion), the interest rate on 10-year Treasury notes averaged 
about 3 percent in the 1960s, about 1 percent in the 
1 970s, about 6 percent in the 1 980s, about 4 percent in 
the 1 990s, about 2 percent between 2000 and 2007, and 
about I percent over the past eight years.'" 

jMany factors affect the real federal borrowing rate. Some 
of them reflect economic growth and investment flows) 
some relate to the current amount of federal borrowing 
and debt; and several others depend on financial condi- 
tions. Economic factors include the rate of growth of the 


11. For further discussion, see Congressional Budget Office, Hotv CBO 
Projects Income (July 201.3), www.cbo.gov/publication/44433. 

12. To calculate real interest tares, actual rates were adjusted 
using changes in the consumer price index. Past values of the 
consumer price index were adjusted to account for changes over 
time in the way that the index measures inflation. See Bureau of 
labor Statistics. ”CP1 Research Scries Using Current Methods 
(CPl-U-RS)” (April 13, 2016), 'vww, bls.gov/cpi/cpiurs. hem, 
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Figure 7-3. 

Federal Debt Given Different Productivity Growth Rates 

Percentage of Gross Domestic Product 



0 s ^ i 

2Q00 700^ 2010 2015 2020 2025 2030 2035 2040 2045 


Source: Congressional Budget Office. 


The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term prcgecfion period. 

Federal debt refers to debt held by the public. Values are CBO’s central estimates fiwn ranges determined by alternative assessments of two factors: 
how much deficits crowd out investment in capital goods such as factories and cwnputers (because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting die number of hours they work, 

Productivity growth is the growth of total factor productivity-that is. the growth of real (infiation-adjusted) output that is not explained by tfie growth of 
labor and capital. 

The altoi'native projections of productivity growth rates begin in 2017. Through 2046. the higher productivity growth rate is 0.5 percentage points higher, 
and the lower productivity gr owth rate is 0.5 percentage points tower, than the annual rate of 1.3 percent used for eactt year in the extended baseilne. ' 


labor force, the rare of growth of productivity, private sav- 
ing, and the amount of inflows of capital from foreign 
investors {see Appendix A). Federal borrowing rates also 
depend on the size of deficits and the amount and dura- 
tion of federal debt. Finally, the federal borrowing race is 
affected by financial factors such as change.? in inve.stors’ 
appetite for risk, which can vary with chartges in portfolio 
preferences among U.S. and foreign investors, the percep- 
tion of the underlying risk of private securities relative to 
federal debt, the re.sponse of financial institutions to regu- 
lations chat require the holding of low-risk assets, and the 
liquidity of federal government debt relative to that of 
private securities. 


are not caused by changes in economic conditiom or 
changes iir the federal budget:.'’ By contra.st, in (!30’s 
uncertainty analyses of productivity and labor force 
participation, federal borrowing rates change in respotvse 
to economic developments. 

Although there are many ways to estimate the extent to 
which unexplained financial factors contribute to federal 
borrowing rates, one approach sugge.sts tho.se factors 
accounted for approximately 1.0 percentage point of the 
variation over 30-year periods between 1949 and 2015. 
Other specifications result in moderately wider or nar- 
rower ranges. In addition, the rccesit large and unexpected 


For this analysis, CBO focused on the effects of changes to 
the federal borrowing rate cau-seti by unexpected chatiges in 
financial factors. Changes in interest costs would, in turn, 
lead to changes in the deficit, which would affect national 
saving and interest rates and lead to changes iti output. 

By design, changes to the fkierai borrowing rate that are 
attributable to unexpected changes in financial faaors 


13. Unexpected changes in financial factors are the liisroricai 

variations in the fwfcra! borrowing rate tha t arc nor explained by 
economic and budgerary Factors. CBO estimates ri\e Iiiscoriol 
vanarions in the federal htn-rowing rate that arc explained both 
directly and indirectly by economic and budgetary Factors; rite 
remaining unexplained historical variation is the contribution of 
unexpected chaises in financial Factors. 
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Figure 7-4. 

Federal Debt Given Different Federal Borrowing Rates 

Percentage of Gross Domestic Product 



Q __ i . ^ i 1 1 

2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 


Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the iong-teim projecdon period. 

Federal debt refers to debt held by the public. Values are CBO’s central estimates from ranges determined by alternative assessments of two factors: 
how much deficits crowd out investment in capital goods such as factories and computers (because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting the number of hours they work, 

The federal borrowing rate is the interest rate on federal debt. The alternative projections of federal borrowing rates begin in 2017. Through 2046, the 
higher borrowing rate is 1,0 percentage point higher, and the lower borrowing rate is 1.0 percentage point lower, than the rate used for each year in the 
extended baseline. The borrowing rate is not die same measure as the interest rate on 10-year Treasury notes that is shown m Figure 7-1. 


changes in the 10-year real interest rates on Treasury 
notes point to significant uncertainty around CBO’s 
projection of the federal borrowing rate. On the basis of 
that evidence, CBO constructed its range of uncertainty 
around federal borrowing rates by raising and lowering 
the federal borrowing race by 1 .0 percentage point, before 
accounting for macroeconomic feedback. Incorporating 
macroeconomic feedback widens the range of uncertainty 
around federal borrowing rates. For example, if unexpected 
changes in financial factors caused the average federal 
borrowing rate over the next 30 years to increase or 
decrease by I.O percentage point, after accounting for 
macroeconomic feedback, the average 10-year real inter- 
est race over the next 30 year.s ranges from 1.2 percent to 
3.5 percent relative to a projection of 2.3 percent under 
the extended baseline (see Figure 7-1 on page 78). 


■ If unexpected changes in financial factors caused the 
average federal borrowing rate to be 1.0 percentage 
point lower before accounting for macroeconomic 
feedback, then net interest would equal 3.1 percent of 
GDP by 2046 instead of the 5.8 percent projected in 
the extended baseline.*'^ Federal debt held by the 
public would be 108 percent of GDP in 2046 rather 
than the 141 percent that CBO projected in that 
baseline (see Figure 7-4). 

■ If unexpected changes in financial factors caused the 
average borrowing rate to be 1.0 percentage point 
higher before accounting for macroeconomic feedback, 
then interest would be 10.3 percent of GDP in 2046, 
CBO projects, and federal debt held by the public 
would reach 1 88 percent of GDP. 


Those alternative projections for the federal borrowing 
rate on federal debt held by the public would lead to the 
following alternative budget projections: 


14. The estimated direct effects on budget projection.-: of changes in 
the government’s borrowing rates do nor incorporate any cliange.s 
in remittances by the Federal Reserve or in the relative amount of 
different types of taxable income (for example, profits and interest 
income). Such changes would have addirionai budgetary 
implications. 
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Federal Spending on Medicare and Medicaid 

The federal government pays for health care through 
Medicare, Medicaid, and other programs; through subsi- 
dies for insurance purchased through the health insurance 
marketplaces established under the Affordable Care Act; 
and through tax preferences, especially the exclusion 
for employment-based health insurance.'^ In CBO’s 
extended baseline, federal spending on health care per 
beneficiary increases more slowly in the future than it has, 
on average, in recent decades, although it still outpaces 
the growth of potential (that is, maximum sustainable) 
output per capita. Because substantial uncenainty sur- 
rounds the future growth of health care costs, the effects 
of that growth on the federal budget arc similarly uncer- 
tain. Consequently, CBO assesses those effects by varying 
the growth rate of costs in the two largest components of 
federal spending on health care, Medicare and Medicaid. 

Many factors will affect Medicare and Medicaid spending 
per beneficiary in the long term (for further discussion, 
see Chapter 3). Perhaps the most important factor is the 
extent to which advances in health care technology will 
raise or lower costs. New and less expensive medical pro- 
cedures or treatments could prove effective in helping 
patients, which could lower costs. But other beneficial 
procedures and treatments might be more expensive; and 
even services that are relatively inexpensive could make 
spending rise quickly if growing numbers of patients used 
them.“^ In particular, technologies chat work to extend 
the life of Medicare recipients tend ultimately to increase 
expenditures for the program over time. Other factors 
that could affect health care costs are changes in the struc- 
ture of payment systems and innovations in the delivery 
of health care. 

In addition, Medicare and Medicaid spending will be 
affected by the health of the population. Outlays for 
Medicare and Medicaid depend in part on the prevalence 
among beneficiaries of certain medical conditions — for 
example, cardiovascular and pulmonary disease, diabetes, 
arthritis, and depression. The prevalence of such condi- 
tions could evolve in unexpected ways for various rea.sons. 


15. Most payinenrs that employer.'? and employees make for health 
insurance coverage arc exempt from income and payroll taxes. For 
more information, see Congressional Budget Office, Feeieral 
Subsidies for Health Insuranee Coverage for People Under Age 65: 
2016 to 2026 (March 20 16), >vww.cbo.gov/publication/5!385. 

16. See Congressional Budget Office, Technological Change and the 
Growth of Health Care Spending Qznuzty 2008), www.cbo.gov/ 
publication/4 J 665. 
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including changes in behavior (for example, rates of 
smoking, amounts of physical activity, or dietary pat- 
terns), new treatments for various illnesses, new medical 
interventions that reduce the occurrence or severity 
of t^rtain conditions or diseases, and the emergence of 
epidemics. 

The measure that CBO examined for this analysis of 
uncertainty wa.s excess cost growth, which is the growth 
rate of health care spending per person after removing the 
effects of demographic changes — most notably, changes 
in the age distribution of the population — relative to the 
growth rate of potential GDP per person. Starting with 
die 1976-2003 period and ending with the 1986-2013 
period, average excess cost growth for Medicare and 
Medicaid over various SO-year periods declined by about 
1.0 percentage point, both because of changes in laws and 
other factors (see Figure 7-1 on page 78). In assessing 
possible values for the average rate of excess cost growth 
over the next 30 years, CBO considered that, if current 
laws remained unchanged, the 30-year average rate could 
continue to decline (although probably not as quickly as 
the historical decline that included changes in laws). 

Conversely, it could revert toward the higher rate observed 
in the past. CBO aI.so drew upon an alternative approach 
to measuring uncertainty that uses information about 
trends and cycles in excess cost growth over time; it pro- 
duced a potential range for excess cost growth through 
2046 that was larger than the range of historical varia- 
tion.'’' Using those approaches to help determine the 
extent of the range, CBO analyzed the effects of rates 
of excess cost growth for Medicare and Medicaid that 
were I.O percentage point above and below the rate of 
growth for each year in the extended baseline. (CBO 
focused on Medicare and Medicaid becau.se the projected 
size of those programs means chat variation.s in their rates 
of growth would have particularly large effects on the 
federal budget; for additional discussion of the extended 
baseline projections for those programs, see Chapter 3.) 

Those alternative projections for the growth of health 
care spending would lead to the following alternative 
budget projections: 


17. The definirion and calculation of excess cost growth are discussed 
in more detail in Chapter 3. 

18. See Ulrich K. Muller and Mark W. Watson, “Measuring 
Uncertainty About Long-Run Predictions,” Review of Economic 

(March 2016), http://<l.x.doi.org/I{).I093/resrud/cdw003. 
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Figure 7-5. 

Federal Debt Given Different Rates of Excess Cost Growth for Federal Spending on Medicare and Medicaid 

Percentage of Gross Domestic Product 



Source: Congressional Budget Office. 

The extended baseline generally reflects cufrent law. following CBO’s lO-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 

Federal debt refers to debt held by the public. Values are CBO’s central estimates from ranges determined by alternative assessments of two factors; 
how much deficits crowd out investment in capital goods such as factories and computers (because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting the number of hours they work. 

Excess cost growth refers to the extent to which the growth rale of nominal health care spending per person— adjusted for demographic characteristics 
of the relevant popHjIations-exceeds the growth rate of potential gross domestic product per person. (Potential gross domestic product is the maximum 
sustainable output of the economy.) 


The alternative projections of rates of excess cost growth begin in 2017. Through 2046. the higher rate of excess cost growth is 1,0 percentage point 
higher, and the lower rate is 1.0 percentage point lower, than the rate used for each year in the extended baseline. 


■ If Medicare and Medicaid spending per beneficiary- 
rose 1.0 percentage point per year more slowly than in 
the extended baseline, federal debt held by the public 
would be 1 03 percent of GDP in 2046 rather than the 
I4l percent that CBO projects in the extended 
ba.seline (see Figure 7-5). 

■ If Medicare and Medicaid .spending per beneficiary 
rose 1.0 percentage point per year more quickly than 
in the extended baseline, federal debt held by the 
public would be 192 percent of GDP in 2046. 

Multiple Factors 

The previous cases Illustrated what would happen to 
the federal budget if a single factor differed from the 
projections that CBO used in the extended baseline. 
Undoubtedly, outcomes for multiple factors would difier 
from CBO s projections. Estimating the budgetary conse- 
quences of such a circumstance is more complicated than 
simply adding together the outcomes of the individual 
cases. For example, higher-than-projected health care 


costs would have a larger effect on the budget if interest 
rates on federal debt were also higher than CBO projects — 
because the government would have to pay more interest 
on debt that resulted from the additional health care 
spending. 

The four factors could affect eadi other directly — for 
example, higher productivity would lead to higher wages 
and higher labor force participation races — or they could 
be joindy affected by other changes to the economy. To 
account for such interactions among the key variables, 
CBO examined two alternative projections in which they 
were assumed to change together. The agency used only 
part of the full range for each of the four factors because 
the chances of federal debt being above or below the esti- 
mates when ail four factors are at the high and low ends 
of their ranges is much smaller than when each individual 
fector is at the high and low end of its range. Specifically, 
the agency analyzed illustrative cases in which all four 
fectors varied from the baseline by 60 percent of their 
individual ranges. For example, in the cases discussed 
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above, the range for the rate of productivity growth 
was I percentage point, yielding grow'th rates that were 
0.5 percentage points higher and lower than the values in 
the extended baseline; but for the combined projections, 
the range for the rate of productivity growth is 
0.6 percentage points, yielding growth rates that are 
0.3 percentage points higher or lower than the value.s 
underlying the extended ba.seline. 

Although the range for each of the four key foctors when 
considered jointly is 60 percent of the range when they 
are considered individually, the resulting effects on fed- 
eral debt as a share of GDP, relative to the extended base- 
line, turn out to be less than 60 percent of the sum of the 
estimated effects for the individual factors because of 
interactions among the factors. For example, simultane- 
ous changes in rates of productivity growth and labor 
force participation — which individually affect the federal 
borrowing rate — interact to create an effect on the inter- 
est rate that differs from the sum of the individual factors’ 
effects on interest rates. A decrease in productivity lowers 
the return on capital, as does a drop in the labor force 
participation rate. Both together lower the return on cap- 
ital even more than they would if each factor was consid- 
ered individually and added together. The reduction in 
the renirn on capital is reflected in a reduction in federal 
borrowing rates. That reduction in borrowing rates leads 
CO lower net interest costs than would result from adding 
together the reductions in interest costs from the four 
analyses that vary one factor at a time. 

Varying the four factors simultaneously so that all four 
collectively increase or decrease the deficit leads to the 
following budget projections: 

■ If labor force participation wa.s about 2 percentage 
points higher in 2046, productivity grew 0.3 percentage 
points per year more quickly, unexplained financial 
factors lowered the federal borrowing rate by 0.6 per- 
centage points, and federal costs per beneficiary for 
Medicare and Medicaid grew by about 0.6 percentage 
point-s per year more slowly than under the extended 
baseline, federal debt held by the public would be 

93 percent of GDP in 2046 rather than the 14 1 percent 
chat CBO projects under the extended baseline (see 
Figure 7-6). 

■ If labor force participation was about 2 percentage 
points lower in 2046, productivity grew 0.3 percent- 
age points per year more slowly, unexplained finan- 
cial factors increased the federal borrowing rate by 


0.6 percentage points, and federal costs per beneficiary 
for Medicare and Medicaid grew by about 0.6 per- 
centage points per year more quickly than under the 
extended baseline, federal debt held by the public 
would be 196 percent of GDP in 2046. 

Uncertainty Arising From Other Inputs to 
CBO’s Projections 

CBO’s long-term budget e.stimates depend on projections 
of numerous variables in addition to those analyzed 
above. Although the factors discussed in the previous 
section are four of the more important ones, they are 
intended to provide iHu.strative examples, not to be 
exhaustive. Every variable has some uncertainty associated 
with it. For instance, demographics, earnings inequality, 
and decisions by states about Medicaid are also import- 
ant, but CBO has not quantified the potential effects on 
the budget of uncertainty involving all of those factors. 

Changes in Demographics 

Demographic factors have significant effects on economic 
and budgetary outcomes. For instance, GDP depends to 
a large degree on the size of the labor force, which is 
related to the number of adults between the ages of 20 
and 64, and federal outlays for Medicare, Medicaid, and 
Social Security arc closely linked to the number of people 
who are at least 65 years old. Higher rates of fertility or 
greater immigration flows would generally cause federal 
spending to decrease relative to GDP because they would 
increase the ratio of adults ages 20 to 64 to older adults 
(which would increase GDP). Faster improvement in 
mortality rates would generally cause federal spending to 
increase relative to GDP because people of all ages would 
be expected to live longer, which would increase the num- 
ber of people who received benefits from Social Security, 
Medicare, Medicaid, and ceruain other mandatory spend- 
ing programs and thereby increase federal outlays for 
those programs.” 

Changes in Earnings Inequalit)' 

CBO expects that — as has occurred over the past several 
decades — workers with high earnings will experience 
faster earnings growth during the next 10 years than will 
workers with low earnings. Thereafter, CBO expects, the 
earnings of all workers will grow at the same rate. That is, 
CBO expects earnings inequality to increase over the next 


19. For a review of the efl-Kts of alternative estimates of future 
monality rates on long-term budget projections, see Congressional 
BudgecOffice. The 2015 Long Term Budget Outlook (June 20i 5), 
Chapter 7, www.cbo.gov/pubIication/50250. 
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Figure 7-6. 

Federal Debt Given Different Labor Force Participation Rates, Productivity Growth Rates, 

Federal Borrowing Rates, and Rates of Excess Cost Growth for Federal Spending on Medicare and Medicaid 
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Source: Congressional Budget Office. 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the iong-temi projection period. 

Federai debt refers to debt held by the public. Values are CBO’s central estimates from ranges determined by aiternative assessments of two factors: 
how much deficits crowd out investment in capital goods such as factories and computers {because a larger portion of private saving is being used to 
purchase government securities); and how much people respond to changes in after-tax wages by adjusting the number of hours they work. 

The labor force participation rate is the percentage of people in the civilian noninstitutionalized population who are age 16 or older and either working or 
actively seeking work, 

Productivity growth is the growth of total factor productivlty-that is. the growth of real (inflation-adjusted) output that is not explained by the growth of 
labor and capital. 

Excess cost growth refers to the extent to which the growth rate of nominal health care spending per person— adjusted for demographic characteristics 
of the relevant popuiations-exceeds the growth rate of potential gross domestic product per person, (Potential gross domestic product is the maximum 
sustainable output of the economy.) 

For this figure, C80 used values for the four factors whose deviation from the extended baseline was about 60 percent as targe as the deviation used for 
the individual cases shown in Figures 7-2 to 7-5, The alternative projections of the four factors begin in 2017, 


10 years and to remain near that level thereafter. The .sig- 
nificant uncertainty regarding rhac projection is a .source 
of uncertainty regarding the budget projections in CBO’s 
extended baseline. For example, faster-than-projected 
earnings growth for those with relatively high earnings and 
lower-than-projected earnings growth for tho.se with reia- 
tivciy low earnings would lead to higher-than-projected 
tax revenues and highcr-rhan-projected spending on 
means-tested transfer programs. 

In asse.ssing rhac uncertainty^ CBO considered the way 
chat many factors contributed to rhe evolution ofearn- 
ing.s inequality^ over the pa.st several decade,s. Determining 


the contribution of each of those fttetors is difficult, and 
studies of the issue have not reached consensu.s about the 
relative importance of each. Among the economic factors 
contributing to changes in earnings inequality were 
increases in the employment of women, the movement of 
.some jobs to other countries, and increases in the immi- 
gration of tess-skiiied workers. In addition, change.s in 
cechnolog)^ chat increased the productivity of higher- 
skilled workers and the slowing growth of the educational 
attainment of workers have been factors. Changes in fed- 
eral poliC)' probably also contributed to changes in earn- 
ings inequality’. For instance, changes in means-te.sted 
programs and rax credits, which provide cash payments 



179 


CHAPTER SEVEN 

or assistance in obtaining heakh care, food, housing, or 
education to people with relatively low income or few 
assets, may have affected the incentives of less-skilled 
people CO work. A number of other factors have also had 
an impact on labor markets and earnings inequality; TTie 
federal minimum wage, after adjusting for changes in 
prices, has not increased substantially over the past several 
decades; rates of Incarceration have increased; the number 
of workers in unions has declined; the size and structure 
of firms has changed; and the share of workers in the 
manufacturing sector has declined as the share of workere 
in the service sector has increased. 

Many of the factors discussed above will continue to 
affect changes in the distribution of earnings, although 
some will be less relevant in the future. For instance, 
although increases in the employment of women were a 
factor in rhe changing distribution of earnings over the 
past several decades, those increases ended in about 2000 
and arc no longer contributing factors. In addition, the 
speed with which technology increased the productivity 
of more highly skilled workers appears to have slowed 
in recent decades, even as the growth in educational 
attainment has slowed. 

Some other factors will be more relevant. For instance, 
changes in the size and structure of industries and firms 
will probably continue to affect the earnings distribution 
in the future. In CBO’,s projections, the supply of more- 
educated workers increases more quickly than the supply 
of less-educated ones, which could cause the premium 
paid to more-educated workers to rise more slowly than it 
has in the past or to stop rising altogether. That process 
would tend to slow the growth of earnings for high earn- 
ers and possibly slow the growth of overall earnings 
inequality in the future. 

In the absence of compelling evidence about which fac- 
tors have contributed the most to rising inequality and 
how those factors would affect inequality in the future, 
that disparity in earnings is projected to continue to 
increase for the first decade of the forecast period, but not 
thereafter, in CBO’s estimation. CBO continues to assess 
rhe sources of earnings inequality and their implications 
for the federal budget. 

Decisions by States About Medicaid 

State governments have flexibility in administering their 
Medicaid programs, and rhe decisions they make about 
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eligibility, benefits, and payments to providers affect the 
federal budget because the federal government pays a 
iai^e share of Medicaid’s costs. One source of uncertainty 
is wfliether states will make decisions that increase or 
decrease spending by providing coverage to more adults, 
decreasing covered benefits, or changing payments to 
providers. Decisions by states could significantly decrease 
or increase federal expenditures for Medicaid relative to 
the amounts in CBO’s projections. 

Potential Developments in the Economy and 
Their Effects on the Budget 

The sources of uncertainty discussed above are not the 
only ones associated with long-term budget projections. 

They do not account for other plausible but unpredict- 
able developments that could increase or decrease federal 
debt relative to CBO’s projections. Such pos.sible devel- 
opments could include a severe economic depression; 
unexpectedly large losses on federal financial obligations; 
unexpectedly significant effects of climate change; 
catastrophes, such as a major natural disaster or world 
war; or the development of natural resources. 

A Severe Economic Downturn 

In general, when economic output rises or falls, the fed- 
eral budget is automatically affected. For example, eco- 
nomic downturns can reduce revenues significantly and 
raise some outlays, such as those for unemployment 
insurance and nutrition a-ssi-stance.^” In addition, down- 
turns have historically prompted policymakers to enact 
legislation that further reduces revenues and increases 
federal spending — to help people suffering from the weak 
economy, to bolster the financial condition of state and 
local governments, and to stimulate additional economic 
activity and employment. The budgetary effects of the 
recent recession were particularly large: Federal debt 
increased from 35 percent of GDP at the end of 2007 to 
70 percental the end of 201 2, in large part because of the 
recession and weak recovery and rhe policy responses 
enacted to counter those developments. 

The long-term projections of output and unemployment 
in this report reflect economic trends from the end of 
World War II to the present, a period chat included several 


20. See Concessional Budget Office, The Budget and Economic 
Outlook: 2015 to 2025 flanuary 20i 5), Appendix D, 
www.cbo.gov/publication/49892. 
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economic downturns that were not fully offeet by upturns 
of similar magnitude."' However, the projections do not 
account for the possibility of a severe economic downturn 
like the Great Depression of the 1930s. Such evenKare 
rare; for that reason and others, their magnitude and tim- 
ing cannot be readily predicted. If such an event occurred 
in the next 30 years, federal debt would probably be sub- 
stancialiy greater than is projected in CBO’s extended 
baseline. 

Losses on Federal Insurance or Ci^dit Programs 

The federal government supports a variety of private 
activities through federal insurance and credit prt^rams 
that provide loans and loan guarantees." CBO includes 
the expected losse,s from those credit and insurance pro- 
grams in its baseline projections. Significantly greater 
losses could result from certain unexpected events, such 
as a major disruption in the financial system or a deep 
slump in the economy. Alternatively, long periods of 
financial and economic stability could lead to smaller 
losses. 

Federal insurance and credit programs generate losses 
when the support provided by the federal government 
exceeds the money taken in by the programs through 
fees, loan repayments, Interest payments, sales of assets, 
wage garnishment, and other means. For example, in the 


21. .Since the end of World War li, the unemployment rare has been 
about one-c^uaner of one percetKage point higher, on average, than 
CBO s estimate of the natural rare of unemployment (the rate 
arising from all sources except fluctuations in aggregate demand). 
That difference implies that perioiis of significant economic 
weakness (.such as the 2007-2009 recession and its aftermath) have 
pushed the unemployment rate above CBO’s estimate of the natural 
race more than periods of significant economic strength have 
pushed it below that estimate. Consistent with that finding is 
CBO’s projection tJtac the unemployment rate in the long term will 
be 5.3 percent, which is about one-quarter of one percentage point 
higher than CBO’.s estimate of the natural rate of unemployment in 
the long term. For further discu.«ion. see Appendix A. 

22. Federal iiuurance programs provide awaage for deposits at 
financial institutions (through foe Federal Deposit Insurance 
Corporation), for woi ker-s’ pensions (through the Pension Benefit 
Guaranty Corporation), and for property against dama^ by floods 
(through the National Flood Insurance Program), among other 
thin^. The largest federal credit programs provide mor^^ loan 
guarantees (through the Federal Housing Administration, Fannk 
Mae, and Freddie Mac); student loans; and federally backed loans to 
biusinesses (through the .Small Business Administration, for 
example). There are a number of smaller programs, including the 
loan guarantees provided by the Department of Energy and the 
terrorism risk insurance program administered by the Txeasuiy. 
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wake of the recent housing crisis, widespread defaults on 
guaranteed mortgages led to substantial outlays by the 
federal government. Wide.spread defaults on student 
loans or the bankruptcy of numerous companies with 
underfunded pension plans could lead to analogous costs 
for the federal government in the future.’’ Conversely, 
long periods of particularly strong economic growth 
could allow federal insurance and credit programs to 
collect higher-than-projected repayments and cover 
lower-than-projected expenses. 

Moreover, significant implicit liabilities, apart from the 
liabilities created by official government programs, could 
affect the federal government. In the event of a financial 
crisis, for example, federal policymakers might decide to 
provide monetary support to the financial system, as they 
did during the recent financial crisis. Such support could 
increase federal outlays above the amounts projected in 
the extended baseline. 

C^astrophes or Wars 

The federal government also faces implicit obligations 
in the case of catastrophes and can spend large sums in 
Fighting a major war. Small-scale natural and manmade 
disasters occur fairly often in the United States; they may 
seriously damage local communities and economies, but 
they have rarely had -significant, la.sting impacts on the 
national economy. By contrast, a cata.strophe could affect 
budgetary outcomes by reducing economic growth over a 
number of years, leading to substantial increases in fed- 
eral spending. For example, the nation could experience 
a massive earthquake, a pandemic, an asteroid strike, a 
geomagnetic storm from a large solar flare, or a nuclear 
meltdown or attack that rendered a significant part of 
the country uninhabitable. Participation in a major war 
could also have significant economic and budgetary 
impacts: The ratio of federal debt held by the public to 
GDP rose by 60 percentage point.s during World War II, 
for instance. Becau.se such events are extremely rare, it is 
very difficult to estimate the probability of their future 
occurrence and their possible effects on the budget. 

Climate Change 

Substantial uncertainty surrounds any projection that 
attempts to account for the impact of climate change on 
the economy or on the budget. Many estimates — based 


23. For more discussion, see James D. Hamilton, Off-Baknee-Sheet 
Federal Liabilities. Working Paper 1 9253 (Nacioiial Bureau of 
Economic Research. July 2013), www.nber.org/papers/wl9253- 
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on a range of scenarios about the extent of climate change 
in the future — suggest that such effects on the nation’s 
economic output, and hence on federal tax revenues, will 
probably be small over the period covered by CBO’s long- 
term projections and larger, but still modest, in later 
years.’"’ Even under scenarios in which significant climate 
change is assumed, the projected long-term effects on 
GDP would rend to be modest relative to underlying eco- 
nomic growth for two primary reasons. First, only a small 
share of the U.S. economy is direedy affected by changes 
in climate; the large.st effects would probably occur in the 
agricLikurai sector, which currently represents about 
I percent of total U.S. output. Second, some activities 
within the agricultural sector — crop production in the 
northern United States, for example — could experience 
gains because of climate change. In any event, some of the 
effects of climate change (such as the loss of biodiversity) 
neither directly relate to measured economic output nor 
affect tax revenues. 

The uncertainty surrounding such projections arises from 
several sources: the unprediccabilit)’' of global economic 
activity and technology development, both of which 
affect the amount of emissions in the future; limitations 
in current data; and the imperfect understanding of phys- 
ical processes and of many aspects of the interacting com- 
ponents (land, air, water, ice, and all forms of life) that 
make up the Earth’s climate system. CBO continues to 
monitor research on the effects of climate change on the 
U.S. economy, to consider how those effects might alter 
the federal budget oudook and to evaUiate federal policies 
that could lead to lower emissions or mitigate damage 
from changes in the climate. 

For those reasons, CBO’s extended baseline does not 
explicitly incorporate the effects of climate change. It 
implicitly Includes some small effects by reflecting histor- 
ical spending on such programs as federal crop insurance, 
federal flood insurance, and the Federal Emergency 
Management Agency’s disaster relief program.^^ Aside 
from those implicit changes in federal outlays, the 
extended baseline does not incorporate any budgetary 
effect chat climate change might have; it does not, for 
example, account for the effect on Federal tax revenues 
that climate change could have if it affected the nation’s 
economic output. 


24. Congressional Budget Office, Poteniial Impacts ofClimate Change in 
the United States (May 2009), wwsv.cbo.gov/puWication/4] 180. 
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Althoi^ CBO has not undertaken a fill! analysis of the 
bu<%etary costs stemming from climate change, it has 
recently analyzed the potential costs of future hurricane 
damt^ caused by climate change and coastal develop- 
ment.^ Three factors that influence the rate of growth of 
future hurricane damage are sea levels, the frequency of 
severe hurricanes, and the amount of development in 
coastal areas (because the damage caused by hurricanes 
will depend, in part, on the amount of people and prop- 
erty in harm’s way). All told, CBO projects that the 
increa^ in the amount of hurricane damage attributable 
to coastal development and climate change will probably 
be less than 0,05 percent of GDP in the 2040s. The fed- 
eral expenditures projected to result from those economic 
effects would not significantly affect the budget categories 
in which hurricane-related spending falls. 

Although CBO’s baseline projections — which incorporate 
the assumption that current law would generally remain 
in place — do not capture possible changes in law, changes 
related to concerns about the effects of climate change 
could affect the budget if they were to occur. In the future, 
if weather-related disasters increase in frequency and 
magnitude, lawmakers could respond by increasing fund- 
ing above the amounts in CBO’s projections. For exam- 
ple, increased damage from storm surges might lead the 
Congress to pass additional emergency supplemental 
appropriations for disaster relief or to approve legislation 
providing funding to protect infrastructure chat is vulner- 
able to rising sea levels. Or lawmakers could amend exist- 
ing laws to reduce federal spending on weather-related 
disasters. For instance, the Congre.ss might decide to alter 
flood insurance or crop insurance programs in a way that 
provides insured parties with a greater incentive to avoid 
potential damage. 


25. Some of the programs most afiected by weather-related disasters — 
such as federal crop insurance and flood insurance — fell into the 
category of other mandatory spending in CBO’s long-term 
projections. In CBO’s extended baseline, spending in chat catc^iy 
(apart from out[a}'5 for refondabic rax credits) is projected to 
continue to decline as a share of GDP after the lO-ycar baseline 
projection period. That decline is projected to be at roughly the 
same race as that projected for the last 5 >'cars of the baseline. 
Other programs affected by weather-related disasters — such a.s 
the Federal Emergency Management /^ency’s disaster relief 
program—are discretionary; spending for cho.se programs is 
projected to remain roughly constant as a share of GDP in the 
j^ars following the baseline projection period. 

26. Cot^ressional Budget Office, Potential Increases in Hurricane 
Dama^ in the United States: Implications for the Federal Budget 
(June 2016), www.cbo.gov/pubiicacion/5l518. 
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Natural Resources 

The future discovery and development of productive nat- 
ural resources may cause federal receipts to increase. For 
example, recent advances in combining two drilling tech- 
niques, hydraulic fracturing and horizontal drilling, have 
allowed access to large deposits of shale resources — that 
is, crude oil and natural gas trapped in shale and certain 
other dense rock formations. Virtually nonexistent a 
decade ago, the development of shale resources has 
boomed in the United States in recent years, alFecting 
two kinds of federal receipts— -federal tax revenues and 
payments to the government by private developers of fed- 
erally owned resources. By boosting GDP, shale develop- 
ment has increased tax receipts. Because some of the shale 
resources being developed are federally owned, developers 
must make payments to the federal government; however, 
most of the nation’s shale resources are not federally 
owned, so those payments do not increase federal receipts 
by a significant amount.'’ Advances in the development 
of other resources might also contribute to federal receipts 
by bolstering the economy and making federally owned 
resources more valuable. 

Implications of Uncertainty for the 
Design of Fiscal Policy 

Policymakers could take uncertainty into account in vari- 
ous ways when making fiscal policy choices.*® For exam- 
ple, they might decide to design policies that reduced 
the budgetary implications of certain unexpeaed events. 
Policymakers might also decide to provide a buffer against 
events with negative budgetary implications by aiming 
for lower debt than they would if such uncertainty did 
not exist. 

Whether or not the federal budget directly bears the risk 
of uncertain outcomes, all risk is ultimately distributed 
among individuals — as taxpayers, as beneficiaries of fed- 
eral programs, or as both. If federal spending for certain 
programs turned out to be higher than projected, the 
additional imbalance could be offset only through higher 
revenues or lower spending for other programs or activities 


27. Congressional Budget Office, The Economic and Budgetary Efficts 
of Producing Oil and Natural Gas From Shale (December 2014), 
www.cbo.gov/ pubtication/498 1 5. 

28. See Alan J. Auerbach and Kevin Has.setr. “Uncertainty and the 
Design ofLong-Run Fiscal Polity, ” in Auerbach and Ronald D. 
Lee. cds.. Demographic Change and Fiscal Policy (Cambridge 
University Press, 200 i), pp. 75-92, hrtp://tinyuri.com/p93enlp. 


at some point in the future. If the additional imbalance 
was not offset, then deficits would be larger, resulting in 
lower future income. Conversely, if spending turned out 
to be lower or revenues greater than projected, then an 
opportunity would exist to lower taxes or boost spending; 
it would also be possible to reduce future deficits, result- 
ing in higher income. Which income groups or genera- 
tions benefited the most — or bore the largest burden — 
from unexpected budgetary' developments would depend 
on the policies that lawmakers enacted as a result. 

Reducing the Effects of Unexpected Events on die 
Federal Budget 

Fiscal policy cannot eliminate the risk factors chat create 
uncertainty about budgetary outcomes, but it can reduce 
the budgetary implications of those factors. However, 
reducing budgetary uncertainty for the federal govern- 
ment could have unwanted consequences, such as shift- 
ing risk to individuals. Under current law, for example, 
growth in Medicare and Medicaid outlays per beneficiary 
depends in part on the growth of per capita health care 
costs. Some proposals would instead link growth in federal 
outlays per beneficiary to measures of overall economic 
growth or general price inflation.^'’ Such a change could 
affect national spending for health care, the federal bud- 
get, individuals’ costs, and the budgets of state and local 
governments. It might greatly reduce uncertainty about 
future federal outlays for Medicare and Medicaid, but it 
might also greatly increase uncertainty about the future 
costs borne by the programs’ beneficiaries and by state 
and local governments.’" 

Similarly, policymakers could reduce the budgetary 
implications of uncertainty about future life expectancy 
by indexing the eligibility age for programs such as Social 
Security or Medicare to average life spans. Under current 
law, if longevity increased more than expected, outlays 
for federal health care and retirement programs would 
exceed projections. If policies were changed so that the 


29. For an example of such a proposal, see Congressional Builget 
Office. Preliminary Analysis of the Rivlin-Ryan Health Care Proposal 
(atwchmcnc to a letter to the Honorable Paul D. Ryan, November 
17, 2010), w\w-cfao.gov,^publicvuion/2I928, and Option 1 in 
Congressional Budget Office, Health-Related Options for Reducing 
the Deficit: 2014 to 2023 (December 2013), www.cbo.gov/ 
publicatioii/44906, pp. 6-14. 

30. Most proposed policy changes of that sort would affect both the 
expected amounts of federal outlays and the uncertainty about 
those outb>'s. but those two effects are conceptually distinct. 
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age of eligibility for those programs rose automatically 
with increases in longevity, the budgetary effects of such 
increases would be dampened. However, people would 
face greater uncertainty about the timing and size of the 
benefits that they would receive, and the effects would 
vary among subgroups of the population. 

In addition, policymakers could reduce the budgetary 
implications of unexpected rises in interest rates by 
increasing the share of government borrowing that is 
done through longer-term securities. Using that approach, 
the T reasury could lock in i merest rates for a considerable 
period. However, interest rates on longer-term debt are 
typically higher than rates on shorter-term debt, so that 
approach would probably increase the interest chat the 
federal government paid. Moreover, if interest rates were 
locked in for a long period, the federal government would 
benefit less from unexpected declines in interest rates. 

Reducing Federal Debt 

As an alternative or complementary approach, policy- 
makers could improve the federal government’s ability to 
withstand the effects of events that would significantly 
worsen the budgetary outlook. In particular, reducing the 
amount of federal debt held by the public would give 
future policymakers more flexibility in responding to 
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extraordinary events. For example, a financial crisis in the 
future might have significant negative economic and 
budgetary implications, just as the 2007-2009 financial 
crisis did: The ratio of federal debt held by the public to 
GDP increased by 35 percentage points between 2007 
and 2012. If another financial crisis prompted a similar 
increase when the ratio of federal debt to G DP was already 
high (such as its current level of 75 percent), policymakers 
might be reluctant to accept the initial cost of a proposed 
intervention in the financial system or the economy, even if 
they ejqjected to recoup at least part of that cost over time. 

In addition, a high ratio of debt to GDP increases the risk 
of a fiscal crisis in which investors lose confidence in the 
^vernment’s ability to manage its budget and the gov- 
ernment in turn loses its ability to borrow at affordable 
rates.^' There is no way to predict the amount of debt 
that might precipitate such a crisis, but starting from a 
position of relatively low debt would reduce the risk. 


31. That sort of crisis might be triggered by an adverse event that 
quickly drove up the ratio of debt to GDP. such as a depression or 
a war. For further discussion, see Congres.sional Budget Office, 
Federal Debt and the lUsk of a Pisad Crisis (July 2010), 
www.cbo.gov/publicatk)n/2 1625. 
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A 


CBO’s Projections of 
Economic and Demographic Trends 


■ he long-term outlook for the federal budget as 
described in this report was developed on the basis of the 
Congressional Budget Office’s projections for a host of 
economic and demographic trends for the next three 
decades. (Average values for 2016 to 2046, the period 
encompassed by CBO’s extended baseline, are shown in 
Table A-l. A set of annual projections is included in the 
supplemental data for this report, available online at 
wsvw.cbo.gov/pubiication/51 580.) 

CBO’s Approach to Economic Projections 

Through 2026, the economic projections presented in 
this volume are the same as those that CBO published in 
its January 2016 forecast (which underlies the agency’s 
most recent 10-year budget projections).* For the years 
beyond 2026, CBO’s projections generally reflect historical 
trends and projected demographic changes. 

Comparing this year’s economic projections with last 
year’s is complicated by a change in CBO’s approach. 
This year, the detailed economic projections account for 
the macroeconomic effects of fiscal policy; the detailed 
projections shown in Appendix A of last year’s report, 
The 2015 Long-Term Budget Outlook, did not. Instead, 
the detailed 2015 economic projections were “bench- 
mark” projections, consistent with a constant ratio of 
debt to gross domestic product (CDP) and constant 
marginal tax races. Some of the macroeconomic effects 
of the fiscal policies embodied in the extended baseline, 
and their feedback effects on the budget, were presented 
separately last year.^ 


1. See Congressional Budget Office, Updated Budget Projections: 

2016 to 2026 2016), vvww.cbo.gov/publication/5l384, 

and The Budget and Economic Outlook: 2016 to 2026 
(January 2016), Chapter 2, www.cbo.gov/publication/51 129. 

2. For a longer discussion of the projections that incorporated effects 
of fiscal policy under current law, see Congressional Budget Office, 
The 2015 Long-Term Budget Outlook (June 2015), Chapter 6, 
www.cbo.gov/pub licarion/50250. 


The result is that the estimates of economic variables 
presented in thi.s appendix are not strictly comparable to 
those CBO published last year. Where po.ssible, this year’s 
appendix highlights differences between this year’s and last 
year’s projections that incorporate the effects of fiscal polic)^ 
Nonetheless, most economic variables reported here are 
not strongly affected by fiscal policy, and the demographic 
projections are not affected at all. Where the effects did 
have a notable influence on CBO’.s projections, this 
appendix highlights those effects for this year’s projections. 

Economic Variables 

The performance of the U.S. economy in coming decades 
will affect the federal government’s tax revenues, spend- 
ing, and debt accumulation. To estimate those effects, 
CBO projects trends in such key economic variables as 
the size and composition of the labor force, the number 
of hours worked, earnings per worker, capital accumula- 
tion, productivity, inflation, and Interest rates. The 
agency also considers ways in which fiscal policy influ- 
ences economic activity. (Chapter 6 of this volume dis- 
cusses the economic effects of some alternative paths for 
deficits and debt accumulation.) 

Gross Domestic Product 

CBO projects that a recovery in aggregate demand will 
spur more rapid growth in real (inflation-adjusted) GDP 
over the next few years than the economy has experienced, 
on average, since the rece.ssion ended. Thereafter, real 
GDP is projected to grow at a pace that reflects increases 
in the supply of labor, capital services, and productivity 
that are consistent with the changes in marginal tax rates 
and increases in federal debt that CBO is projecting in its 
extended baseline. 

CBO’s projection of real GDP growth — an annual average 
of 2.1 percent over the 2016-2046 period — is similar to 
last year’s projection. However, the growth rate is signifi- 
cantly slower than the 2.6 percent rate of the past three 
decades, primarily because of the anticipated slower 
growth of the labor force. Moreover, as the labor force 
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Table A-1. 

Average Annual Values for Economic and Demographic Variables That Underlie CBO’s Extended Baseline 



2016-2026 

2027-2036 

2037-2046 

Overall, 2016-2046 

Growth of GDP 

Real GDP 

2.1 

Economic Variables (Percent) 

2.0 2.1 

2.1 

Nominal GDP 

4.1 

4.1 

4.2 

4.1 

Growth of the Labor Force 

0.6 

0.3 

0.4 

0.4 

Unemployment 

Unemployment sate 

4.9 

5.0 

4.8 

4.9 

Natural rale of unemployment 

4.8 

4.7 

4.6 

4.7 

Growth of Average Hours Worked 

-0.1 

-0.1 

‘ 

-0.1 

Growth of Total Hours Worked 

0.5 

0.3 

0.4 

0,4 

Earnings as a Share of Compensation 

81 

81 

81 

81 

Growth of Real Earnings per Worker 

1.2 

1.3 

1,3 

1,3 

Share of Earnings Below the Taxable Maximum 

80 

77 

77 

78 

Growth of Capital Services 

2.4 

1.8 

1.9 

2.0 

Growth of Productivity 

Total factor productivity 

1.3 

1.3 

1.3 

1,3 

Labor productivity 

1.6 

1.7 

1.8 

1,7 

Inflation 

Growth of the CPI-U 

2.3 

2.4 

2.4 

2.4 

Growth of the GDP price index 

2.0 

2.0 

2.0 

2.0 

Interest Rates 

Real rates 

On 1 0-year Treasury notes and the OASDI bust funds 

1.6 

1,9 

2.2 

1.9 

On ail federal debt held by the public 

0-8 

1.5 

1.9 

1.4 

Nominal rates 

On 1 0-year Treasury notes and the OASDI trust funds 

3-9 

4.3 

4.6 

4,3 

On all federal debt held by the public 

3-1 

4.0 

4.3 

3.7 

Growth of the Population {Percent} 

0.8 

Demographic Variables 

0.7 0,5 

0,7 

Fertility Rate (Children per woman) 

1,9 

1.9 

1,9 

1.9 

Immigration Rate (Per 1,000 people in the U.S. population) 

3.9 

3.9 

3.8 

3,8 

Life Expectancy at Birth, End of Period (Years)* 

80.6 

81.8 

83,0 

83.0 

Life Expectancy at Age 65, End of Period (Yearn)* 

20.2 

20.9 

21,6 

21,6 


Source; Congressional Budget Office. 

The extended baseline generally reflects current law, following CBO's 10-year baseline budget projections through 2026 and then extending most of the 
concepts underiying^those baseline projections for the rest of the long-term prelection period. 

CPI-U = consumer price index for ail urban consumers; GDP = gross domestic product; OASDi = Old-Age, Survivors, and Disability Insurance (Social 
Security); * = between -0,05 percent and zero, 

a. Life expectancy as used here is period life expectancy, which is the amount of time that a person in a given year would expect to survive beyond his or 

Over the long term, total GDP is projected to be one-half 
of one percent below its potential (maximum sustainable) 
amount. That projection is based on CBO’s estimate 
that actual GDP was roughly that much lower than 
potential GDP, on average, from 1961 to 2009 and 
lower than potential GDP, on average, in each of the 


her current age on the basis of that year’s mortality rates for various ages. 

grows more slowly than the overall population, per capita 
real GDP is expected to increase more slowly than it has 
in the past — at an average annual rate of 1 .4 percent over 
the 2016-2046 period, compared with 1.6 percent for the 
past 30 years. 
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past five business cycles. Those outcomes reflect CBO’s 
assessment that actual output has fallen short of potential 
output during and after economic downturns to a lai^er 
extent and for longer periods than actual output has 
exceeded potential output during economic booms.^ 

Labor Market 

Among the factors accounted for in CBO’s labor market 
projections are the size of the labor force, the unemploy- 
ment rate, the average number of hours that people work, 
and various measures of workers’ earnings. 

Growth of the Labor Force. The growth of the labor 
force has slowed progressively over the past few decades, 
but particularly since 2007. For the 2016-2046 period, 
CBO projects that the number of workers will increase by 
about 0.4 percent per year, on average. That rate is fester 
than the average since 2007 and similar to the rate CBO 
projected last year, but less than half the average for the 
past 30 years. 

That slowdown in the pace relative to earlier decades is 
anticipated to result both from more workers’ leaving the 
labor force {because of the burgeoning retirement of 
the baby-boom generation, despite the gradual increase 
in the average retirement age) and from fewer workers’ 
entering it. The drop in new entrants will result from 
three trend.s. First, birth rates arc declining: The nation’s 
fertility race has fellen by nearly 50 percent since 1960, to 
slightly below 2 today (discussed later under “Fertility” 
on page 103). As a result, the annual growth rate of the 
population between the ages of 20 and 64, which aver- 
aged about 1 .0 percent over the past 30 years, is projected 
to slow to about 0.4 percent over the 20 1 6-2046 period. 
Next, the participation of women in the labor force, which 
peaked in 1999, has declined slightly since then. (Partici- 
pation races among working-age men also have declined.) 
And finally, CBO estimates, .some fiscal policies projected 
in the extended baseline would tend to reduce incentives 
to work. Notably, rising federal debt and increasing mar- 
ginal tax rates (attributable to growth in real income) 
would limit the grosvih of after-tax wages, and continued 
growth in nongroup health insurance coverage under the 
Affordable Care Act over the next decade would reduce 
the need for employment-based coverage. 


3. See Congressional Budget Office, Wiy CBO Projects That Actual 
Output Will Be Below Potential Output on Average (February 2015), 
www.cbo.gov/publication/49890. 
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CBO expects that chose forces will be modestly offset by a 
pair of trends working in the opposite direction. First, 
increasing longevity will lead people to work longer: In 
the comity decades, the average person is likely to work 
about three months longer for each additional year of life 
expectancy. Thus, if life expectancy was four years longer 
for one cohort of workers than for an earlier one, the 
longer-lived cohort would work about a year longer, all 
else being equal. Second, the population is becoming 
more educated, and workers with more education tend to 
stay in the labor force longer than do people with less 
education. 

The Unemployment Rate. C!^BO projects that the 
unemployment race will decline from 5.0 percent at the 
end of 2015 to 4.4 percent in 2017, rise again gradually 
to 5.0 percent by 2020, and then remain at that level 
through 2026. In the meantime, the natural rate of 
unemployment (which results from all sources other than 
fluctuations in overall demand related to the business 
cycle) will gradually decline from 4.9 percent to slightly 
less than 4.8 percent. From 202 1 onward, CBO projects, 
the unemployment rate will remain about one-quarter of 
a percentage point above the natural rate, which is consis- 
tent with the historical average relationship between the 
two measures and with the projected gap of one-half of 
one percent between actual and potential GDP. 

After 2026, the actual and natural rates of unemploym ent 
are both projected to decline gradually as a result of 
changes in demographics and education: Older and more 
educated workers tend to have lower actual and natural 
rates of unemployment, so those rates will decline as the 
labor force ages and becomes increasingly more educated. 

By 2046, the natural rate is projecred to be slightly less 
than 4.6 percent, and the actual race is projected to be 
about 4.8 percent. The adoption of projections of age- 
and education-specific natural rates of unemployment 
results in lower races than CBO published last year, when 
the a^ncy projected that the natural rate of unemploy- 
ment would gradually decline to about 5.3 percent by the 
end of 20 1 7 and to 5.2 percent by the end of 2020 and 
remain at 5.0 percent from 2027 onward. 

Average Hours Worked. Different subgroups of the labor 
force work different numbers of hours, on average. Men 
tend to work more hours than women do, and people 


4. That decline reflects the decreasing share of younger workers and 
the nsing share of older workers in the working-age population: 
Older workers have lower unemployment rates than younger 
ones, so the changing shares will reduce the overall rate. 



187 


98 THK '0 i 6 f,OM'.-TERM BIDGET OLTl.OOK 

berween the ages of 30 and 40 tend to work more than 
people between the ages of 50 and 60. CBO’s projections 
arc based on the assumption chat chose differences among 
groups will remain stable. However, the agency abo 
expects that over the long term, the composition of the 
labor force will shift coward groups that tend to work less 
(such as older workers). As a result, the average number 
of hours worked by the labor force as a whole will decline 
slightly. CBO estimates that by 2046, the average num- 
ber of hours per worker will be about 2 percent less than 
it is today, about the same change in hours per worker 
that CBO projected last year. 

Total Hours Worked. Total hours worked will increa.se at 
an average annual rate of 0.4 percent between 2016 and 
2046, CBO estimates, on the basis of projections of the 
size of the labor force, average hours worked, and unem- 
ployment. That estimate matches last ycar\s projection for 
the 2015-2040 period. 

Earnings as a Share of Compensation. Workers' total 
compensation consists of taxable earnings and nontaxablc 
benefits, such as paid leave and employen’ contributions 
to health insurance and pensions. Over the years, the 
.share of total compensation paid in the form of 
earnings has slipped — from about 90 percent in 1960 to 
about 8 1 percent in 2015 — mainly because the cost of 
health insurance has risen more quickly than has total 
compensation.^ 

CBO expects that trend in health care costs to continue, 
and that by itself would further decrease the proportion 
of compensation that workers receive as earnings. How- 
ever, starting in 20 1 8, the Affordable Care Act will 
impose an excise tax on some employment-based health 
insurance plans that have premium,s above specified 
amounts. Some employers and workers will respond by 
shifting CO less expensive plans, thereby reducing the 
share of compensation consisting of health insurance pre- 
miums and increasing the share chat consists of earnings. 
CBO projects that the effects of the tax on the mix of 
compensation will roughly offset the effects of rising costs 
for health care for a few decades; after that, the effects of 
rising health care costs will outweigh those of the excise 
tax.*^ A.S a result, the share of compensation that workers 
receive as earnings is projected to remain near 81 percent 
through 2046, which is about the same as CBO projected 
last year. (For more on the projected effects of the excise 


5, For more details, see Congressional Budget Office, How CBO 
Projects Income (July 201.3). vs^vw.cbo.gov/publicacion/44433. 
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tax, sec Chapter 5: for more on projected change.s in 
health care costs, see Chapter 3.) 

Growth of Real Earnings per Worker. Trends in 
prices, the growth of nonwage compen.sation (such as 
employment-based health insurance), and average hours 
worked imply that real earnings per worker will grow by 
an average of 1 .2 percent annually over the 2016-2026 
period and by 1.3 percent per year over the 2016-2046 
period. Last year, CBO projected that growth in real 
earnings per worker would average 1 .4 percent betw'een 
2015 and 2040. The current projection is lower because 
it accounts for changes in fiscal policy that would result 
in slower growth of output and earnings; the detailed 
economic projections publi.shed in The 2015 Long-Term 
Budget Outlook did not account for such effects. 

Share of Earnings Below the Taxable Maximum. Social 
Security payroll taxes are levied only on earnings up to a 
maximum annual amount (Si 18,500 in 2016). Below 
that amount, earnings are taxed at a combined rate of 
12.4 percent, split between the employer and employee 
(self-employed workers pay the full amount): no tax is 
paid on earnings above the cap. The taxable maximum 
has remained a nearly constant proportion of the average 
wage since the mid-1980s, but becau,se earnings have 
grown more for higher earners than for others, the por- 
tion of covered earnings on which Social Security payroll 
taxes are paid has fallen from 90 percent in 1983 to 
82 percent now.^ CBO projects that the unequal growth 
in earnings will continue for the next decade and then 
stop: rhe portion of earnings subject to Social Security 
taxes is projected to fail below 78 percent by 2026 and to 
remain near that level thereafter. That share is about 
I percentage point lower than CBO projected la,st year. 

The most recent projections, which reflect a reexamina- 
tion of recent trends, show an increa.sed race of growth of 
wages and salaries for higher-income taxpayers relative to 
rhe growth of such income for other taxpayers and also 


6. CBO anticipates that the effects of the excise tax on the taxable 
share of compensation will diminish over rime, both because it 
exjKCts that most people will continue to want a significant 
amount of health insurance and because the Affordable Care Act 
set minimum amounts of coverage for health insurance plans. 
Thereft»rc, the number of additional people moving to less 
expensive insurance plans will eventually dwindle. 

7. Covered earnings arc those received by workers in jobs subject to 
Social Securirv' payroll taxes. Most workers pay payroll taxes on 
their earnings, although a small number — mostly in state and 
local government jobs or in the clergy -are exempt. 
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relative to the growth rates that CBO had previously 
incorporated into its projections. That adjustment 
pushed more wages and salaries in CBO’s projections 
above the taxable maximum. 

Capital Services 

Over the longer term, growth in the nation’s stock of cap- 
ital and in the flow of productive services from that stock 
will be driven by economic output, private saving, federal 
borrowing, marginal tax rates, and international flows of 
financial capital, CBO estimates. In particular, capital 
services wilt expand slightly more slowly than output 
after 2026 because of rising debt and increasing marginal 
tax rates. 

CBO’s projection of growth in the flow of real capital 
services is slightly below the rate it projected last year, 
largely because the agency improved its method for esti- 
mating the productive sen.’ices that flow from different 
types of assets. That change led CBO to lower its estimates 
of historical and projected growth of capital services in the 
nonfarm business sector even though the historical data 
that the agency uses to estimate capital services are latgely 
unchanged. In addition, in this year’s projection, the greater 
accumulation of federal debt crowds out investment, fur- 
ther dampening the growth of capital services. As a result, 
CBO projects the flow of real capital services to grow 
at an average rate of 2.0 percent per year between 20 1 6 
and 2046. 

Total Factor Productivity 

The annual growth of total feccor productivity (TFP, the 
average real output per unit of combined labor and capi- 
tal .services) is projected to increase from about 0.5 per- 
cent in 2015 to about 1.4 percent in 2022 and then to 
slow slightly through 2046, yielding an average annual 
growth rate of 1.3 percent from 2016 to 2046, or about 
0.2 percentage points slower than the average annual rate 
of nearly 1.5 percent since 1950 and about the same as 
the average rate since 1990. 

The projected path for TFP reflects several considerations 
that, in CBO’s judgment, suggest growth in coming 
decades that is slower chan the long-term historical aver- 
age. For example, with the exception of a period of rapid 
growth in the late 1990s and early 2000s, productivity 
has tended to grow more slowly in recent decades than 
it has since the 1950s and 1960s. The long-term trend 
suggests that projections for the next few decades should 
place somewhat more weight on more recent, slower 
growth than on the more rapid growth of the more 
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distant past. Thus, although CBO’s projections include 
an acceleration in TFP from its particularly slow recent 
growth, the agency anticipates that TFP will return to 
a growth rate that is somewhat slower than its long-term 
avers^. 

Some developments in particular support such projec- 
tions for TFP, among them the recent slow growth in 
labor quality (a measure of workers’ skills that accounts 
for educational attainment and work experience) follow- 
ing a relatively rapid rise over the past few decades, in 
CBO’s judgment, that change results both from a grad- 
ual, persistent, long-term slowdown in the increase in 
average educational attainment and from the burgeoning 
retirement of a relatively large and skilled portion of the 
workforce — the baby-boom generation. The decline will 
be partly offset, however, by the aging of those remaining 
in the labor force over the next few decades, particularly 
as betrer health and longer life expectancy lead people to 
stay in the workforce longer than did members of previ- 
ous generations. An older workforce generally has a larger 
proportion of more highly educated workers becau.se 
those workers tend to remain in the labor force longer 
than do workers with less education. 

Another factor that is projected to slow the growth of 
TFP is a reduction in the amount projected for federal 
investment. Under the assumptions used for CBO’s base- 
line. the government’s nondefense discretionary spending 
is projected to decline over the next decade to a much 
smaller percentage of GDP than it has averaged in the 
past. About half of nondefensc discretionary spending 
from the 1980s onward consisted of federal investments 
in physical capital (such as roads), education and training, 
and research and development — all contributing to TFP 
growth. So lower nondefense discretionary spending as a 
percentage of GDP would mean less federal investment, 
causing growth in TFP to slow somewhat. 

Although CBO’s projection in 2015 was also for average 
TFP growth of 1 .3 percent, that consistency is the prod- 
uct of offsetting changes. Because TFP reflects the por- 
tion of growth in real GDP that is not attributable to 
changes either in hours worked or in capita! services, the 
downward revision co capital services in earlier years 
resulted in a corresponding increase in historical TFP. 

Higher historical growth in TFP in turn suggests higher 
growth in the future than CBO previously projected. 

That change, however, was offset in CBO’s projections 
not only because CBO placed more weight on the con- 
siderations discussed above for trends in TFP but also 
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because recent updates and revisions to historical output 
data ted CBO, in developing its projections, to place 
more weight on the unexpected and persistent recent 
weakness in TFP growth. 

Labor Productivit)' 

The growth rates projected for the labor supply, the 
capital stock, and TFP result in CBO’s projection of the 
average growth of labor productivity (real output per 
hour worked) of L7 percent annually over the 2016— 
2046 period. Last year, that growth was projected to aver- 
age 1 .8 percent between 20 1 5 and 2040. The current 
projection is lower mainly because this year’s estimate 
accounts for effects of fiscal policy in the extended base- 
line that would result in slower growth of investment. 

Inflation 

CBO projects the rate of inflation in the prices of various 
categories of goods and services as measured by the 
annual rate of change in the consumer price index for 
urban wage earners and clerical workers and in the con- 
sumer price index for all urban consumers (CPI-U). CBO 
projects that inflation will average 2.4 percent over the 
2016-2046 period. (In the long term, both indexes are 
projected to increase at the same rate.) Thai long-term 
rate is slightly less than the average rate of inflation since 
1990, when growth in the CPI-U averaged 2.5 percent 
per year, and slightly more chan the 2,3 percent average 
race that CBO projected last year for the 2013-2040 
period. 'I'he change reflects the fact that CBO projected — 
accurately, as it turns out — that the race of inflation 
would be particularly low in 2015, a year that is no longer 
encompassed by the long-term projections. 

After 20 1 8, the annual inflation race for all final goods and 
services produced in the economy, as measured by the rate 
of increase in the GDP price index, is projected to aver- 
age 0.4 percentage points less than the annual increase in 
the consumer price indexes.*' The GDP price index grows 
more slowly than the consumer price indexes bccau.se it is 
based on the prices of a different set of goods and services 
and because it is based on a different method of calcula- 
tion. The projected gap between the CPl-U and the 
GDP price index is unchanged from last year’s estimate. 


8. Final goods and services arc those purchased directly by 

consumers, businesses (for investment), and governments, as well 


Interest Rates 

CBO makes projections of the interest rates, both real 
and nominal, that apply to federal borrowing, including 
the race on lO-year Treasury notes, the average race on 
holdings of the Social Security trust funds, and the average 
rate on federal debt held by the public. 

After corLsidering several factors, including slower growth 
of the labor force, CBO expeers real interest races on fed- 
eral borrowing to be lower in the future than they have 
been, on average, over the past few decades. The real 
interest rate on 10-year Treasury notes (calculated by 
subtracting the rate of increase in the consumer price 
index from the nominal yield on tho.se notes) averaged 
roughly 3-1 percent between 1990 and 2007.’’ That rate 
has averaged 0.8 percent since 2009 and is projected to 
be 1.7 percent in 2026. In CBO’s projections, the rate 
continues to rise thereafter, reaching 2.3 percent in 2046, 
0.7 percentage points lower chan its average over the pa,st 
few decades. 

Factors Affecting Interest Rates. Analysts who wish to use 
past trends as a starting point for long-term projections of 
intere.st rates must exercise judgment about which periods 
to examine. Real interest rates were low in the 1970s 
because of an unexpected surge in inflation; in the 1 980s, 
when inflation declined at an unexpectedly rapid pace, 
real rates were high.'” Interest races fell sharply during the 
financial crisis and recession that began in 2007. 


9. Between 1970 and 2007, the real intere.sr rate on 10-year Treasury 
notes averaged 3.2 percent; the average from 1953 to 2007 was 
2.9 percent. Historical inflation rates are taken from the consumer 
price index, adjusted to account for changes over time in the way 
that the index measures inflation. See Bureau of Labor Stamtics, 
"CPI Research Series Using Current Methods (CPI-U- RS)” (April 
13, 2016). www.bls.gov/cpi/cpiuis.htm. 

10. CBO calculates real interest rates by subtracting expected rates of 
inflation from nominal interest rates, Borrowers and lenders agree 
to nominal interest races after accounting for their expectations of 
what inflation will be. 1 lowever, if rates are sec under the 
expectation chat inflation will be a cerrain percenrage and it ends 
up being higher, real interest rates will turn out to be lower than 
anticipated. If inflation ends up lower than expected, the opposite 
will occur. CBO’s approach is based on an assumption char the 
actual consumer price index, adjusted co account for changes over 
time in the way that the index measures inflation, is a useful proxy 
for cxpecration.s of inflation. One drawback is char if inflation 
trends are changing rapidly over time, changes in expectations 
may lag behind changes in actual inflation. Although CBO’s 
approach could mismeasure expectations of inflation and real 
interest rates in some years, the way inflation has fluctuated over 
time suggests that CBO’s approach yields useful measurements for 
30-year avers^s. 


exports. 
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To avoid using any of those possibly less representative 
periods, CBO considered average interest rates and their 
determinants for the 1990-2007 period and then judged 
how different those determinants might be over the long 
termT Some fectors reduce interest rates; others increase 
them. In CBO’s assessment, over the 2016-2046 {^riod, 
several factors will probably reduce interest rates on gov- 
ernment securities relative to their 1990-2007 average: 

■ The labor force is projected to grow much more slowly 
than it has for the past few decades. If everything else 
remains equal (including the unemployment rate), that 
slower growth in the number of workers will tend to 
increase the amount of capital per worker in the long 
term, reducing the return on capital and therefore also 
reducing the return on government bonds and other 
investments.'^ 

■ The share of total income received by high-income 
households is expected to be larger in the future than 
it has been during the past few decades. Higher- 
income households tend to save a greater proportion 
of their income, so the difference in the distribution of 
income will increase the total amount of savings 
available for investment, other things being equal. Asa 
consequence, the amount of capital per worker will 
rise and interest tares will fell. 

■ TFP will grow slightly more slowly in the future than 
it has in recent decades, CBO projects. For a given 
rate of investment, lower productivity growth reduces 
the return on capital and results in lower interest rates, 
all else being equal, 

■ I he risk premium — the additional return chat 
investors require to hold assets that are riskier than 
Treasury securities — will probably remain higher in 
the future than its average over the 1 990-2007 period. 
Financial markets were already showing less appetite 
for risk in the early 2000s, resulting in higher risk 


1 1. A Bank of England .«udy identified a similar set of determinants 
that account for the decline in real interest rates over the past 
30 years. See Luka.sz Rachel and Thomas D. Smith. Secular 
Drivers of the Global Real Interest Rate, Staff Working Paper 571 
(Bank ofEngland, December 2015), hrrp://tinyurl.com/262qnb7 
(PDF. 1.8 MB). 

12. For more information about the relationship between the growth 
of the labor force and interest rates, see Congressional Budget 
Oificc, How Slower Growth in the Labor Force Could Affect the 
Return on Capital (October 2009), www.cbo.gov/publication/ 
41325. 


premiums than in the 1990s. CBO expects the 
demand for low-risk assets to be further strengthened 
by the economic fallout from the financial crisis, the 
slow subsequent recovery, and financial institutions’ 
response to increased regulatory oversight. Moreover, 
the greater riskiness perceived for investments in 
countries with emerging market economies is likely to 
increase demand for U.S. assets (particularly federal 
debt) that are considered to be relatively risk-free. 
That rise in demand will lead to lower returns on 
those assets (that i.s, to lower interest rates). 

At the same time, in CBO’s assessment, several factors 

will tend to boost interest rate.s on government securities 

relarive to their average over the 1 990-2007 period: 

■ Under the extended ba.seiine, federal debt would be 
much larger as a percentage of GDP than it was before 
2007 — reaching 86 percent by 2026 and 141 percent 
by 2046. The latter figure is three and a half times the 
average of the 1990-2007 period. Higher federal debt 
tends to crowd out private investment in the long 
term, reducing the amount of capital per worker and 
increasing both the return on capital and intere.st rates. 

■ Net inflows of capital from other countries will be 
smaller as a percentage of GDP in the ftiture than they 
have been, on average, in recent decades, CBO projects. 
In the 1990s and early-to-middle 2000s, rapid 
economic growth and high rates of saving in various 
nations with emerging market cconomie.s led to large 
flows of capital from those countries to the United 
States. Two types of developments are likely to affect 
those flows in the future. On one hand, as chose nations’ 
economies continue to grow, their consumption will 
probably increase relative to saving — because markets 
for their debt will develop and because average citizens 
will tend to receive more of the gains from economic 
growth — and their demand for domestic investment 
will rise. On the other hand, recent weakne.ss iit the 
outlook for global economic growth suggests chat 
demand for investment abroad will be somewhat 
resrrmned. On net, that combination of changes is 
projected to reduce capital flows to the United States 
relative to thase in the 1 990s or early 2000s, decreasing 
domestic investment and the amount of capied per 
worker and boosting rates of return. (Tho.se 
developments are consistent with CBO’s projection chat 
the U.S. trade deficit, the gap between its imports and 
its exports, will be narrower in the future as a percentage 
of GDP chan it has been for the past few decades.) 
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■ The capital share oF income — the percentage of total 
income that is paid to owners of capital — has been on 
an upward trend for the past few decades, and CBO 
projects that it will remain higher than its average of 
recent decades. Although that share is expected to 
decline somewhat over the next decade from its 
current, historically high level, the factors that appear 
to have contributed to its rise (such as technological 
change and globalization) are likely to persist, keeping 
it above the historical average. In CBO^s estimation, a 
larger share of income accruing to owners of capita! 
will directly boost the return on capital and thus 
interest rates. 

■ The retirement of the baby-boom generation and 
slower growth of the labor force will reduce the 
number of workers in their prime saving years relative 
to the number of older people w'ho are drawing down 
their savings, CBO projects. The result will be a 
decrease in the total amount of savings available for 
investment (all else being equal), which will tend to 
reduce the amount of capita! per worker and thereby 
push interest rates up. (CBO estimates that this effect 
will only partially offset the positive effect on savings 
of increased income inequality, leaving a net increase 
in savings available for inve.srmenr.) 

CBO ai.so has considered other influences on interest 
rates but ha.s concluded that they will have relatively 
small effecLs. 

In addition to its analysis of the factors listed above, CBO 
relies on information from financial markets in projecting 
interest rates for the long term. The current rate on 30- 
year Treasury bonds, for example, reflects market partici- 
pants’ judgments about the path of interest rates on 
short-term securities for 30 years into the foture. That 
market forecast informs CBO’s asse.ssmenr of market 
expectations for the risk premium and for investment 
opportunities in the United States and abroad, and it 
points to considerably lower interest rates well into the 
future relative to those of recent decades. 

Projections of Interest Rates. Some factors mentioned 
above are easier than others to quantify. For instance, the 
effect of labor force growth and rising federal debt can he 
estimated from available data, theoretical models, and 
estimates in the literature. But the extent to which other 
factors will affect interest rates is more difficult to compute. 
A shift in preferences for low- rather than higli-risk assets 
is not directly observable, for instance. And although the 
distribution of income is observable, neither models nor 


empirical estimates offer much guidance for quantifying 
its effect on interest rates. Moreover, current interest rates 
are not a reliable indicator of investors’ expectations 
about interest rates over the long term, in part becau-se 
maturities of most of the government’s outstanding debt 
securities are much shorter chan the 30-year period that is 
the focus of CBO's long-term projections. In light of 
those sources of uncertainty, CBO relied on economic 
models, the research literature, and other information to 
guide its assessments of the effects of various factors on 
interest races over the long term. 

The estimates and assumptions that underlie CBO’s 
extended baseline projections suggest a real interest rate on 
! 0-year T reasury notes chat averages about 1 .9 percent over 
the 2016-2046 period. That rate is about 1.2 percentage 
points lower than the 3. 1 percent average recorded for the 
1990-2007 period, but it also implies chat the real rate 
will gradually increase from its current unu.sualiy low 
level over the next three decades. In the final decade of 
the 30-year projection period, the race is projected to 
average 2.2 percent. 

I'hc average interest rate on all federal debt held by the 
public tends to be .somewhat below the rates on 10-year 
Treasury notes because interest rates are generally lower 
on shorter-term than on longer-term debt and because 
Treasury securities arc expected to mature, on average, 
over periods of less than 10 years. The combination of 
CBO’s projections of the interest rates for assets of differ- 
ent maturities and the average maturity of federal debt for 
the period beyond CBO’s lO-year baseline leads to a 
0.4 percentage-point difference between the rate on 10- 
year Treasury notes and the effective race on federal debt. 
That difference is projected to average 0.8 percentage 
points over the next decade. The difference is larger over 
that period than is projected for later yeans because a sig- 
nificant portion of federal debt outstanding during that 
period was issued at the very low intere.se rates prevailing 
in the aftermath of the recession. (The average interest 
rate on all federal debt is projected to rise more slowly 
than the IQ-year rate because only a portion of federal 
debt matures each year.) Thus, CBO projects, the average 
real interest rate on all federal debt held by the public 
(adjusted for the rate of increase in the CPI-U) will be 
about 1.4 percent for the 2016-2046 period. 

The Social Sccurits’ trust funds hold special-issue bonds 
that generally earn interest at rates that are higher than 
the average rate on federal debt. Therefore, in projecting 
the balances in the trust funds and calculating the present 
value of foture screams of revenues and outlay.s for those 
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funds, CBO used an interest rate that averages 
1.9 percent for the 2016-2046 period.'^ 

Combining CBO’s projections of real interest rates with 
inflation, as measured by the growth of the CPI-U, yields 
projected nominal interest rates. CBO projects average 
nominal rates of 4.3 percent on 10-year Treasury notes 
and 3.7 percent on all federal debt held by the public for 
the 201(S-2046 period. 

Revisions to Projections of Interest Rates. The interest 
rate projections in this year’s long-term budget outlook 
are substantially lower than last )^ar’s projections. The real 
rates on 1 0-year Treasury notes and the Social Security trust 
funds are projected to average 1.9 percent over the entire 
30-year projection period and 2.2 percent in the final 
decade of the period. In particular, both rates are pro- 
jected to be 2.2 percent in 2040 (the final year of the 
projection in The 2015 Long-Term Budget Outbok). Last 
year, after accounting for the effects of fiscal policy in 
the extended baseline, CBO projected both rates to be 
2.6 percent in 2040. 

CBO’s downward revisions to its interest rate projeaions 
are rooted in several factors. Since last year CBO has 
revised upward its estimates of the risk premium and of 
the net inflow of foreign capital relative to GL^P. Both 
changes led to a downward revision in projected interest 
rates and both are consistent with signals from financial 
markets that participants expect interest rates to remain 
low well into the future. In addition, a release last July 
of revised historical data from the Bureau of Economic 


13. A present value is a single number that expresses a flow of future 
income or paymenK in terms of an equivaient lump sum received 
or paid at a specific point in time: the present value of a given set 
ofca.sh flows depend.s on the race of interest — known as the 
discount rate — that is used to translate them into current dollars. 

14. These compari.sons address the economic projections that 
incorporate the effects of the fiscal policies embodied in the 
extended baseline, ijst year's benchmark projectioas — that is, the 
projections consistent with the assumption of a constant ratio of 
debt to GDP and stable effective marginal tax rates beyond 2025— 
were different. In last year's benchmark, die rssd rate on 10-ycar 
Treasury notes averaged 2,2 percent over the entire projection 
period and 2.3 percent in the later years. Although this year’s report 
does not use an economic benchmark, CBO estimated inter«t rates 
that are consistent with the a.ssumprion of a constant debt-to-GDP 
ratio and stable effective marginal rax rates beyond 2026. Thtwe 
projcctionsofiO-yeav Treasury note rates would be 1.7 pjrcenr over 
the 2016-2046 period, on average, and 1.8 percent in the later 
years. As a result, the comparable interest rates relative to last 
year’s benchmark projections are revised downward about 

0.5 percentage points. 
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Analysis led CBO to revise downward its estimate of the 
share of income that is generated by capital; the new data 
showed diat the share was lower than reported previ- 
ously.'’ Finally, CBC expects TFP to grow more slowly 
relative to the growth experienced during the 1990-2007 
period than it anticipated last year. The recent decline in 
the capital share and the slower expected growth in TFP 
both imply lower returns on capital and, in turn, lower 
interest rates. 

Demographic Variables 

In addition to influencing the overall performance of the 
economy, the size and compo.sition of the U.S. popula- 
tion affects federal tax revenues and .spending. Demo- 
graphic projections incorporate e.stimated rates of fertil- 
ity, immigration, and mortality, and the changes in those 
variables ultimately will affect the size of the labor force 
and the number of beneficiaries for such federal programs 
as Social Security and Medicare. 

CBO anticipates that the annual growth rate of the U.S. 
population will decline gradually from about 0.8 percent 
in 2016 to about 0.5 percent in 2046 and that the total 
population will increase from 328 million at the begin- 
ning of 2016 to 400 million in 2046. Those values are 
somewhat below the estimates published in last year’s 
rejjort. 

The population is projected not only to grow more slowly 
bur also to become older, on average, than in the past. 

Because the elderly share of the population is growing 
and the working-age share is shrinking, the nation will 
face growing retirement and health care costs as a larger 
portion of the population receives Social Security and 
Medicare benefits while a smaller segment pays into the 
tru.st funds that support those federal programs. 

Fertility 

CBO estimates a total fertility rate of 1.9 children per 
woman for the 2016-2046 period.'* (That rate is the 
average number of children that a woman would have in 
her lifetime if, at each age of her life, she experienced the 
birthrate observed or assumed for that year and if she 


15. See .Stephanie H. McCdla and Shelly Smith, "The 201 5 Annual 
Revision of the National Income and Product Accounts.’’ Survey 
(^Current Business.yol 95, no. 8 (August 2015), pp. 1-31. 
http;//go.usa.gov/x3Fe3 (PDF. 1.5 MB). 

16. Although CBO projects a rorai fertility race, in its long-term 
model, the likelihood that a particular woman will have a child 
depends on such fectors as chat woman'.s education, marital status, 
immigration status, atid childbearing history. 
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survived her entire chiidbearing period.) Fertility rates 
often decline during recessions and rebound during 
recoveries. However, after the 2007-2009 recession, the 
U.S. fertility rate (which in 2007 was 2.1) dropped and 
has remained below 1.9. CBO’s projection is consistent 
with that recommended by the Social Security Advisory 
Board's 2015 Technical Panel on Assumptions and 
Methods and slightly below the average rate of 2.0 that 
CBO projected la-st year for the 2015-2040 period.' ' 

The change in projected fertility is the lai^est factor in 
this year’s projection of slower population growth. 

Immigration 

CBO’s immigration projections match those underlying its 
i O-year ba.seline through 2026. After 2026, ner annual 
immigration (which accounts for all people who either 
enter or leave the United States in any year) is projected to 
decline slowly until 2036, when it is expected to equal the 
rate projected by the Census Bureau.*'* (CBO anticipates 
that net annual immigration will continue to match the 
Census Bureau’s projections thereafter.) On that basis, 
the rate of net annual immigration to the United States 
is projected to be 4.0 per thousand people in the U.S. 
population in 2026 and 3.7 per thousand people in 
2046. Net annual immigration is anticipated to rise from 
1 .4 million people in 2026 to 1 .5 million people in 2046. 
The current projection is higher than the annual net 
immigration rate of 3.2 per thousand people after 2025 
that CBO used in The 2015 Long-Term Budget Outlook. 
CBO increased its projection for the period after 2026 to 
be more consistent with the trend it anticipates for the 
next 10 years, 

Mortality 

The mortality rate, which is the number of deaths per 
thousand people, has generally declined in the United 
States for at least the past half century. During that 
period, the mortality rate has generally improved more 
quickly for younger people than for older people. In par- 
ticular, a recent review of the data by CBO sii^ests that 
the differences in relative improvements in mortality 
exhibited by various age groups are significant and likely 


17. Sec 20 1 5 Technical Panel on Assumptions and iVfcihods, Report to 

the Social Security Advisory Board (September 20 ! 5), p. 9. 
hctp;//go.ii!ia.gov/c]YR5 (PDF. 3.4 MB); and Congressional 
Budget Office, The 20 15 Long-Term Budget Outlook 2015), 

\v\v\v.cbo.gov/publicarion/50250. 

18. See Census Bureau, “Population Projections. 2014 National 
Population Projections: Summary Tables,” Table 1 (accessed 
July 8. 2016), hctp://go-usa.gov/x33DB. 


to a>ntinue. For example, mortality rates for people 
below 15 years old declined by about 80 percent between 
1950 and 2012, an average drop of more than IVi percent 
per year, whereas mortality rates for people over the age of 
80 declined by an average of less than I percent per year 
over the same period. CBO projects that mortality races 
for each five-year age group will continue to decline at 
the average pace experienced from 1950 through 2012. 

In contrast, in The 2015 Long-Term Budget Outlook, 
CBO projected chat the rate of decline would be the same 
for all ages and both sexes. This year’s projections show a 
slower rate of decline in mortality rates for people in 
older groups than for younger, but no difference by sex. 

CBO’s projections indicate an average life expectancy at 
birth of 82.3 years in 2040, compared with 79.2 years in 
2016.” Similarly, CBO projects that life expectancy at 
age 65 in 2040 will be 2 1 .2 years, or 1 .8 years longer than 
life expectancy at age 65 in 2016.’“ The life expectancies 
projected for 2040 this year are a bit shorter than those 
reported last year. In last year's report, life expectancy at 
birth and at age 65 in 2040 was projected to be 82.6 years 
and 21.8 years, respectively. 

After projeaing average mortality rates for men and 
women in each age group, CBO incorporates differences 
in those rates on the basis of marital status, education, 
and lifetime household earnings. (For people under 30, 
the mortality projections account for age and sex only.) 
CBO projects a greater life expectancy for people who are 
married, have more education, and arc in higher income 
groups."' 


19. l-jfc expectancy as used here is period life expectancy, which is the 
amount of time that a person in a given year would expect to 
survive beyond his or her current age on the basis of that year’.s 
mortality rates for various ages. 

20. CBO projects that life expectancy in 2090 will be 87.3 years ar birth 
and 24.6 years at age 65. CBO’s projections of life expectancies 
are longer than those of the Social Security trustees (85.9 and 
23.6 years, respectively) but shorter than the projections (88.3 and 
25.3 years, respccrivdy) recommended in the report of the 2015 
Technical Panel on .Assumptions and Methods, Report to 

the Social Security Advisory Board 2015), pp. 1.3-20, 

http://go.usa.gov/cjYR5 (PDF. 3-4 MB). 

21. For more information about mortality differences among groups 
with different earnings, sec Congressional Budget Office, Crowing 
Disparities in Life Expectancy (April 2008). wv.'w.cbo.gov/ 
publication/41681; and Julian P, Crisiia, The Empirical 
RetiUionship Between IJjetime Earnings and Mortality, '^orkitig 
Paper 2007-11 (Congressional Budget Oft'ice, August 2007), 
www.cbo.gtiv/publication/19096. 
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Changes in Long-Term Budget Projections 
Since June 2015 


iong'terra projections of federal revenues and 
outlays presented in this report differ from the ones that 
the Congressional Budget Office published in 2015 
because of certain changes in law, revisions to some of the 
agency’s assumptions and methods, and the availability 
of more recent data.' (Changes in economic and demo- 
graphic variables are described in Appendix A.) Addition- 
ally, the extended baseline spans 30 years rather than 
25 — a change consistent with Congressional interest in 
projections over that period as part of the 2016 budget 
resolution. Moreover, all of this year’s projections beyond 
2026 incorporate the effects of fiscal policy under current 
law. Last year’s detailed budget projections did not incor- 
porate those effects.^ Because most projections in the 
2015 report ended in 2040, CBO is only able to compare 
projections through that year. 

With macroeconomic feedback taken into account, debt is 
projected to rise from about 75 percent of gross domestic 
product (GDP) this year to 122 percent in 2040 under 
the extended baseline; last year, CBO projected that 
debt would rise to 1 07 percent of GDP in that year (see 
Figure B-1). That difference stems both from lower pro- 
jected revenues and lower projected GDP (sec Appendix A 
for details about projections of GDP). As a percentage of 
GDP, revenues are lower and spending higher than CBO 
projected last year, but the increased spending relative ro 
GDP results almost exclusively from a lower projection 
of GDP rather than from higher projected spending. 

CBO published less detailed long-term budget projealons 
in January 2016.^ Those projections were not a full update 
but rather were based on a simplified approach that the 
agency has used between full updates."^ In January, CBO 


1 . See Congressionai Budget Office, The 20! 5 Long- Term Budget 
Outlook (June 205 5), www.cbo.gov/pubiication/50250. 

2. Projections of total revenues, total spending excluding inttrest 
payments, deficits, and debt incorporating the etfeew of fiscal 
policy under current law were described in Chapter 6 last year. 


projected that federal debt held by the public would reach 
155 percent in 2046; it now projects that debt will 
reach I4l percent of GDP in that year. That change 
results primarily from lower projected interest rates. 

Changes in Spending and Revenues 
Under the Extended Baseline Since 
June 2015 

In CBO’s extended baseline, noninterest spending 
exceeds revenues throughout the projection period; that 
difference is greater in each future year than that pro- 
jected last year (see Figure B-2). Despite higher deficits, 
interest costs on the debt through 2040 arc about the 
same as last year’s projections as a share of GDP because 
of lower projected interest rates and lower projected GDP. 

Noninterest Spending 

Through 2040, noninterest spending is projected to be 
higher relative to GDP than CBO projected in 2015. 
That spending is projected to equal 22. 1 percent of GDP 
in 2040; last year’s projection was 21.3 percent. In the 
2015 report, CBO also projected noninterest spending 
that did not reflect the macroeconomic effects of fiscal 
policy after 2025. Excluding those effects, noninterest 
spending was projected to reach 21.1 percent of GDP in 
2040 (0.2 percentage points lower than that spending 
would have been including those effects). 

CBO did not publish projections for detailed categories 
of spending that incorporated the macroeconomic effects 
of fiscal policy after 2025 in The 2015 Long-Term Budget 
Outlook. Because those projections are not available, the 


3- See Congressional BudgerOffice. The Budget and Economic Outbok: 
^I6ai2026{]3i\\xm 2016), wvw.cbo.gov/publicarion/51 129. 

4. For additional information about that simplified approach, see 
Congressionai Budget Office, Budgetary and Economic Outcomes 
Under Paths for Federal Revenues and Noninterest Spending Specified 
by Chairman Price, March 2016 (March 2016), ■A'W'W.cbo.gOv/ 
publication/5 1 260. 
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Figure B-1. 

Comparison of CBO’s 2015 and 2016 Projections of Federal Debt Held by the Public 
Under the Extended Baseline 

Percentage of Gross Domestic Product 



0 = - --- ^ ! ' 

2015 2020 2025 2030 2035 2040 

Source: Congressional Budget Office, 

The extended baseline generally reflects current law. following CBO’s 10-year baseline budget projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 


comparisons shown below compare this year's projections 
including the macroeconomic effects of fiscal policy with 
projections excluding chose effects from last year’s report. 
As can be inferred from the 0.2 percentage-point differ- 
ence between the 20 1 5 projections of overall noninterest 
spending in 2040 including and excluding the macro- 
economic effects of fiscal policy, the change in spending 
resulting from those effects is generally small in comparison 
with the amount of spending. 

Spending for Social Security is projected to be about the 
same relative to GDP compared with the amount CBO 
projected last year, and spending for the major federal 
health care program, s and other noninterest spending are 
projected to be higher. Those changes result mainly from 
the decrease in projected GDP. 

Social Security Spending. CBO has slightly reduced its 
projections of outlays for Social Security over the coming 
decade, compared with the amounts it projected in 2015. 
Although Social Security spending in CBO’s extended 
baseline has declined in dollar terms, the current projec- 
tion is about the .same as last year’s as a percentage of GDP 
because this year’s projections of GDP are lower. Through 
2026, changes to Social Security spending mostly reflea 
lower projections of cost-of-living adjustments. Over the 
full projection period, they also reflect revised projections 
of mortality improvements by age group and reduaions 
in projections of participation in Social Security’s Disability 


Insurance program. The revised mortality improvements 
result in smaller increases in longevity at older ages and 
hence fewer Social Security beneficiaries (for details, see 
Appendix A). On the basis of an analysis of recent trends 
and recommendations by the Social Security Technical 
Panel on Assumption.? and Methods, CBO has reduced 
its projection of the race at which people will qualify for 
disability benefits beyond the coming decade. Specifi- 
cally, CBO now projects that for each 1,000 people who 
have worked long enough to quality for disability benefits 
but who are not yet receiving them, an average of 5.4 
people will qualify for the program each year after 2026. 
Last year, that race was 5.6. 

The 75'year actuarial deficit currently projected for Social 
Security is 4.7* percent of taxable payroll, which exceeds 
the 4.4 percent estimated last year (see Table 2-1 on 
page 28). Factors that increased the actuarial deficit 
Include lower projected interest rates and taxable payroll 
amounts, technical changes to education projections and 
the claiming methodolog>' for Old-Age Insurance, and 
the effects of the one-year shift in the projection period. 
Factors that partially offset the growth in the deficit 
include revised demographic projections and lower rates 
of disability incidence. 

Major Federal Health Care Spending. CBO’s current 
long-term projection of federal spending For the major 
health care programs, measured relative to GDP, is 

['Value corrected on July 22, 2016] 
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Figure B-2. 

Comparison of CBO's 2015 and 2016 Projections of Spending and Revenues Under the Extended Baseline 


Percentage of Gross Domestic Product 

Noninterest Spending 
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Source; Congressional Budget Office. 

The extended baseline generally rejects current law, following CBO’s 10-year baseline budge! projections through 2026 and then extending most of the 
concepts underlying those baseline projections for the rest of the long-term projection period. 


slightly higher chan last year’s projection. Spending for 
Medicare net of offsetting receipts is now estimated 
CO amount to 5.3 percent of GDP in 2040, or about 
0.2 percentage points higher than what CBO estimated 
last year. Outlays for Medicaid and the Children’s Health 
insurance Program, combined with spending on subsidies 
for health insurance purchased through the marketplaces 
established under the Affordable Care Act (ACA) and 
related spending, are projected to total 3.0 percent of 
GDP in 2040, which is about 0.1 percentage point 
higher than the sum projected last year. 


CBO’s projections of spending for the major federal 
health care programs beyond 2026 are based on projected 
enrollment and the races of excess cost growth for each 
program (see Chapter 3}.^ Although CBO’s general 
approach has not changed, the agency has adjusted the 
specifics of its projections for excess cost growth. 


5. BcceK cost growth is the extent to which health care costs per 
bene6caiy, as adjusted for demographic changes, grow faster than 
potential GDP per capita. (Potential GDP is CBO’s estimate of the 
maximum sascainable output of the economy.) 
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■ Last year, CBO’s long-term projection for access cost 
growth for Medicare, Medicaid, and private health 
insurance premiums depended on three factors: CBO’s 
assessment of the underlying rate of excess cost growth, 
the rate of excess cost growth implied by baseline 
projections for the next decade, and a blend of those 
factors for the 1 1th through 24th years of the projecdon 
period. CBO’s estimate of the underlying growth rai^ 
in 2014 equaled the historical average rate of excess cost 
growth for total health care spending — 1.4 percent per 
year over the period from 1985 to 2013. The 
underlying rate was projected to decline gradually over 
75 years to a lower rate that varied by program. The rate 
after 75 years was 1 percent for Medicare, zero for 
Medicaid, and zero for private health insurance 
premiums (an input into projections of subsidies for 
insurance purchased through the marketplaces and 
related spending). 

■ This year, the projected rates of excess cost growth 
for Medicare, Medicaid, and private health insurance 
premiums slowly converge to the .same rate after 

30 years. Through 2026, the rate of excess cost 
growth for each program matches the rate implied by 
baseline projections, determined using the same 
approach as last year. After 2026, excess cost growth 
for all programs moves toward a rate of 1 percent — 
which is CBO’s estimate of the average rate of excess 
cost growth for the health care sector 30 years from 
now (see Chapter 3 for discussion). Thus, CBO 
projects that Medicare, Medicaid, and private health 
Insurance premiums will all have the same rates of 
excess cost growth in 30 years. Because the health care 
.system is integrated to a significant degree, spending 
growth in all parts of the system will be affected by 
common factors (such as the patrerns of practice 
by physicians and the development and diffusion of 
new medical technologie.s). CBO does not have a basis 
for projecting that the rates of excess cost growth for 
those three categories would differ in the Jong term. 

As a result of that change in methodology, after the first 
decade the rate of excess cost growth for Medicare is 
lower than CBO projected a year ago, whereas excess cost 
growth rates for Medicaid and private health insurance 
premiums are similar to last year’s projections. The 
method used to project enrollment in each program is the 
same as that used in 2015. Spending for those programs 
a.s a share of GDP is projected to be slightly higher 
because of lower projected GDP. 


Other Noninterest Spending. In this year’s projections, 
total federal spending on everything other than Social 
Security, the major federal health care programs, and net 
interest is projected to be higher as a share of GDP than 
the share CBO projected last year. The difference in pro- 
jected spending is small in 2016 but will grow in later 
years. In 2026, CBO’s projection of other noninterest 
spending is 0.3 percent of GDP higher than last year’s 
projection, and the difference between the projections 
widens to 0.5 percent of GDP by 2040. 

Several factors are driving those changes. Primarily, GDP 
is projected to be smaller than CBO estimated last year, 
causing any spending as a share of GDP to be higher than 
it would be otherwise. Secondarily, projected spending 
has increased. CBO’s projected outlays for refundable tax 
credits over the next decade increased because of enact- 
ment of the Consolidated Appropriations Act, 2016, 
which permanently extended the American Opportunity 
Tax Credit and expansions of the earned income and 
child tax credits that were first enacted in 2009 and that 
had been set to expire at the end of 2017. 

Beyond the coming decade, CBO project, mandatory 
spending other than chat for Social Security, the major 
health care programs, reftindabie tax credits, and net 
interest will decline more .slowly than it did in last year’s 
projections (see Chapter 4). CBO bases projections of 
such spending on the average rate of decline over the final 
five years ofits 10-year baseline projection; this year, that 
rate of decline is slower than it was last year. In addition, 
CBO removed spending for the Supplemental Nutrition 
A.ssistance Program (SNAP) from this year’s calculation 
of that rate because spending for SNAP over the next 
decade is not expected to be repre.sentatlve of spending 
over the longer term. Spending for SNAP is expected 
to decline significantly relative to GDP through 2026 but 
decline more slowly thereafter. Excluding SNAP outlays 
from the calculation further slowed the rate of decline rel- 
ative CO last year’s rate. In addition, outlays for di-scretion- 
ary spending in the extended baseline are projected to be 
slightly higher than in last year’s projections, because of 
an upward adjustment, on net, to the caps on budget 
authority for discretionary programs (as part of the 
Bipartisan Budget Act of 2015) and because of changes 
to actual and projected appropriations.'^ 


6. For more information, see Congressional Budget Office, The 
Budget and Economic Outlook: 2016 to 2026 (January 2016), 
Appendix A, www.cbo.gov/ publication/5 1 1 29. 
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Interest Costs 

Because CBO projects a higher cumulative deficit and 
lower GDP than last year, interest outlays as a percentage 
of GDP are about the same in this year’s analysis despite 
lower projected interest rates. Interest spending in 2040 
is projected to equal 4.8 percent of GDP; last year, that 
figure was 4.7 percent. 

Revenues 

Federal revenues are projected to be lower relative to GDP 
in coming decades than what CBO projet'ted in 2015- By 
2026, revenues are projected to be 18.2 percent of 
GDP, slightly below last year’s estimate of 1 8.3 percent. 
Legislative changes — in particular, enactment of the 
Consolidated Appropriations Act, 2016, which perma- 
nently extended certain tax provisions — are the most 
significant factor causing CBO to lower its forecast of 
revenues as a percentage of GDP over the next decade.' 

That difference in revenues is estimated to persist and 
grow modestly in later years. By 2040, revenues are pro- 
jected CO equal 19.0 percent of GDP, 0.4 percentage 
points lower than last year’s estimate.* The lower revenues 
as a percentage of GDP over later decades also are largely 
a result of provisions of the Consolidated Appropriations 
Act, 2016. In addition to the extension of certain tax pro- 
visions, that law made rwo significant changes to a new 
excise tax on certain employment-based health insurance 
plans with high premiums, both of which resulted in 
lower revenues. First, implementation of the tax, origi- 
nally scheduled for 2018, has been postponed until 2020. 
And more significantly, the tax will now be an allowable 
deduction under the corporate income tax. The impact 
of those changes is relatively small over the next decade 
but becomes increasingly significant over time. Slower 
projected economic growth also contributes to lower 
revenues. 

The Size of Policy Changes Needed to Make 
Federal Debt Equal Today’s Level 

CBO’s estimate of the size of policy changes needed this 
year to make federal debt at some future date equal its 
current 75 percent of GDP differs from the fiscal gap pre- 
sented in la.st year’s report, for three reasons,^ First, this 


7. Ibid., pp. 107-108. 

8- Revenue projections as a percentage of GDP in The 2015 Long- 
Term Budget Outlook were the same including and excluding die 
effects of fiscal policy. 
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year’s calculation covers a longer period — 30 years instead 
of25 (see Chapter I). Second, the estimate now account 
for the positive macroeconomic effects of deficit reduction. 
Third, this year’s result reflects higher projected deficits 
and lower projected intere.st rates. 

Higher deficits in this year’s report mean that larger pol- 
icy changes would be required to make federal debt equal 
its current percentage of GDP in the future. To ensure 
that debt in 2041 — 25 years into the future for ease of 
comparison with last year’s estimates — equaled today’s 
lewl, lawmakers would have to cut noninterest spending 
or increase revenues by 1 .7 percent of GDP each year 
from 2017 through 2041 (before taking into account 
macroeconomic feedback). The projected effects on debt 
include both the direct effects of such policy changes and 
the resulting macroeconomic feedback to the budget. 
That feedback reflects the positive macroeconomic effects 
of lowering the debt but no assumption.s about the specif- 
ics of the policy changes. If CBO used the same method- 
ology this year as it used last year (namely, estimating the 
fiscal gap, which excluded the positive macroeconomic 
effects of lowering the debt) to calculate the size of policy 
changes needed to ensure that debt in 25 years equaled 
today’s level, lawmakers would have to cut noninterest 
spending or increase revenues by 2.0 percent of GDP 
from 2017 to 2041. Last year, for the 2016-2040 period. 
CBO estimated that changes equaling 1 . 1 percent of GDP 
(excluding all macroeconomic effects) would be required. 

Changes in the Sources of Growth for 
Spending on Social Security and the 
Major Federal Health Care Programs 

CBO changed how it identifies the causes of projected 
spending growth for Social Security and the major federal 
health care programs. Last year, CBO estimated the growth 
in spending attributable to three factors: aging, excess 
cost growth, and the increased number of recipients of 
subsidies for health insurance purcha.sed through the 
marketplaces and of Medicaid benefits attributable to 
the ACA. This year, CBO has not separately identified the 
contribution from that third factor, which has less of an 


9. The fiscal gap equals the present value of noninterest outlays and 
orfier means of financing minus the present value of revenues over 
the projected period, wath adjustments to make the ratio of federal 
debt to GDP at the end of the period equal to the current ratio. 
For more on the fiscal gap, see Congressional Budget Office, 

The 2015 Long-Term Budget Outlook Qune 2015). Chapter 1, 
pp. 12-14. www.cbo.gov/pubiication/50250. 
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effect on spending growth beyond 20 1 6. Growth in spend- 
ing attributable to the ACA’s coverage provisions v,'3S much 
more significant between 2013 and 2016 chan it is pro- 
jected to be after 2016. In this year’s analysis, the amount 
of spending in 2016 is higher than it would have been 
without the ACA’s coverage provisions. But the contribu- 
tion to the growth in spending from those coverage provi- 
sions between 2016 and 2046 is small as a share of GDP in 
CBO's projections, so it was not reported separately. 

CBO’s change in analytic approach has very little effect 
on the projected shares of spending growth attributable 
to the first two factors — aging and excess cost growth — 
over the next 25 years. Using thi,s year’s approach, CBO 
projects that aging will account for about 60 percent of 
the spending growth for both Social Security and the 
major federal health care programs, and about 50 percent 
of the spending growth for the major federal health care 
programs alone between 20 1 6 and 204 1 . Those shares are 
very similar to the results CBO presented last year. 

Changes in Alternative Fiscal Paths 

Last year, CBO projected spending and revenues under 
an alternative fiscal scenario. That scenario incorporated 
several as.sumptions: that certain policies in place last 
summer but scheduled to change under current law at 
that time would continue, that some provisions of law 
that might be difficult to sustain for a long period would 
change, and that federal revenues and certain kinds of 
federal spending would remain at or near their historical 
shares of GDP. Under those assumptions, the 10-year 
cumulative deficit increased last year by about $2 trillion 
(excluding interest costs and macroeconomic effects) over 
amounts in the extended ba.seiine.'” In the fall of 2015, 
some policies assumed in chat alternative fiscal scenario 
were permanently enacted in legislation, so using an 
updated version of chat scenario thi.s year would have 
resulted in deficit increases that were considerably smaller 
than those projected in last year's report relative to deficits 
under the extended ba.seline. Instead, to show the effects 
of higher deficits relative to chose under current law, 
CBO has chosen a different approach: presenting 
the budgetary effects of an illu.strativc path that, with 
unspecified fiscal policies, incrcase.s the cumulative deficit 
(excluding interest costs and macroeconomic effects) by 
$2 trillion over the next 10 years compared with deficits 
under the extended baseline. 


10- ibid.. Chapter 6. 
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Changes In Analyzing Uncertainty 

CBO has changed one of the factors it varies in its analysi.s 
of unceItaint)^ This year, CBO has not anal)' 2 ed changes 
in the decline in mortaiit}’- rates because the effects on the 
federal budget are small over the 30-year projection 
period. Instead, CBO analyzed the effects of vaiydng the 
labor force participation rate, although it turns out to 
have small effects over that rime horizon a.s well. 

In addition. CBO now' believes that a wider range is 
appropriate for its alternative projections of interest 
rates and the growth race of spending per beneficiary for 
Medicare and Medicaid. 

■ This year, CBO e.stimaied the effects of average interest 
rates on government debt that are 1.0 percentage 
point higher or lower chan in the extended baseline; 
in 2015, chat difference was 0.75 percentage points. 
CBO estimated chat range last year by looking at the 
historical spread between government and private- 
sector borrowing rates and considered the reasons 
those historical outcomes might not fully reflect 
uncenainty about future outcomes. This year, CBO 
undertook an empirical analysis of some of the sources 
of unexpected movements in government borrowing 
rates that arc not caused by changes in the economy or 
federal borrowing. That analysts suggested a larger 
range of uncertainty. 

■ Also this year, CBO estimated the effects of spending 
per beneficiary for Medicare and Medicaid that grows 
1 .0 percentage point per year more slowly or more 
quickly than under the extended baseline: la,st year, 
that difference was 0,75 percentage points. Last 
year, CBO considered the range of average growth 

in spending over 25-year periods for the health care 
system as a whole. This year, in assessing possible 
values for the average rate of excess cost growth for 
Medicare and Medicaid. CBO considered that if 
current laws remained unchanged, that average could 
continue to decline or could revert toward the higher 
rates observed in the pa.se. Additionally, CBO drew 
upon an alternative approach to measuring uncertainty 
that uses information about trends and cycles in excess 
cost growth over time; chat approach produced a 
potential range for excess cost growth through 2046 
that was larger chan the range based on historical 
variation." The combination of those two approaches 
led CBO to increase the range of growth rates. 


H. See Ulrich K. Muller and Mark W. Watson, “Measuring 

Uncertainty .^bout Long-Run Predictions,” Review of Economic 
,Wr«(March 2016), http;//dx.doi.org/10.1093/restud/rdsv003. 
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Changes in Long-Term Budget Projections 
Since January 2016 

In January 2016, CBO published updated long-term 
projections, which were not a full update oF CBO’s June 
2015 results but rather reflected a simplified approach. 
Those projections followed the January 2016 baseline 
projections from 2016 to 2026 and then, for years after 
2026, used the interest rates and growth rates for spend- 
ing, revenues, and GDP from the extended baseline in 
The 2015 Long-Term Budget Outlook. The fully updated 
long-term projections in this report, by contrast, use the 
March 2016 baseline projections from 2016 to 2026 and 
then use updated long-term economic and budget projec- 
tions for years after the first decade. Therefore, differ- 
ences in the long-term projections between the January 
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report and this report reflect changes to 1 0-year baseline 
projections between January and March 201 6 as well as 
updates to long-term assumptions and projections since 
June 2015. 

Federal debt held by the public is now projected to reach 
I4l percent of GDP in 2046; in January, CBO projected 
it would reach 155 percent in that year. That change pri- 
marily reflects lower projections of interest rates and thus 
lower projections of interest costs. Both revenues and 
spending for the major health care programs are projected 
to grow more slowly in the long term chan CBO pro- 
jeaed in January 2016. In total, the effect of lower 
projected interest races dominates the effects of the 
dianges in revenue and spending growth. 
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Chairman Price. Dr. Cochrane, Dr. Bernstein, Dr. Holtz-Eakin, 
we want to welcome you. We thank you very much for taking time 
today. Your prepared remarks will be made part of the record. 
Each of you will have 5 minutes to present your opening statement. 

And, Dr. Cochrane, you may begin when ready. 

STATEMENTS OF DOUGLAS J. HOLTZ-EAKIN, PH.D., PRESI- 
DENT, AMERICAN ACTION FORUM; JOHN H. COCHRANE, 

PH.D., SENIOR FELLOW, HOOVER INSTITUTION; AND JARED 

BERNSTEIN, PH.D., SENIOR FELLOW, CENTER ON BUDGET 

AND POLICY PRIORITIES 

STATEMENT OF JOHN H. COCHRANE 

Mr. Cochrane. Chairman Price and Mr. Ryan and members of 
the Committee, it is a real honor to talk to you today. 

Yes, sclerotic growth is our country’s most fundamental economic 
problem. If we could get back to the 3.5 percent postwar average, 
we would, in the next 30 years, triple rather than just double the 
size of the economy, and also tax revenues, which would do won- 
ders for our debt problems. 

So why has growth halved? The most plausible answer is, I 
think, simple and sensible: Our legal and regulatory system is 
slowly strangling the golden goose of growth. 

How do we fix it? Harder. Our national economic debate just 
makes the same points louder, over and over again, and is going 
nowhere. So let’s look together to find novel and effective policies 
that can appeal to both sides of the argument. 

Let’s get past too much regulation or too little regulation and fix 
regulation instead. Regulation is too discretionary. People can’t 
read the rules and know what to do. Regulatory decisions take for- 
ever. Regulation has lost its rule of law protections. Agencies are 
cop, prosecutor, judge, jury, and executioner all in one. And most 
of all, regulation is becoming more politicized. 

Congress can fix this. Let’s get past spending more or spending 
less on social programs and fix the programs instead. 

Often, if people earn an extra dollar, they lose more than a dollar 
of benefits. No wonder people get stuck. If we fix these disincen- 
tives, we will help people better, we will encourage growth and 
economy, and, in the end, we will spend less. 

Now, spending is a serious problem, but just moving spending off 
the books doesn’t help. For example, we allow a mortgage interest 
tax deduction, but that is exactly the same thing as collecting taxes 
and then sending checks to homeowners, but larger checks for 
high-income people, larger checks for people who borrow a lot, and 
larger checks for people who refinance often. You would never do 
that. 

Suppose we eliminate the mortgage deduction and put housing 
subsidies on budget instead. The resulting homeowner subsidy 
would surely be a lot smaller, help lower-income people a lot more, 
and would be better targeted at getting people in houses. You 
would both be happy. The budget would look bigger, but in reality, 
we would be spending less and growing more. 

Taxes. Tax reform fails because arguments over the level of 
taxes, subsidies, or redistribution torpedo sensible simplifications 
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we all know we should do. We could achieve tax reform, then, by 
separating the four confounding issues. 

First, determine the structure of taxes, just to raise revenue with 
minimal economic damage, but leave the rates blank, then sepa- 
rately negotiate the rates, put all the tax incentives and deductions 
in a separate subsidy code, and preferably as visible on-budget ex- 
penditures, and then separately add an income redistribution code. 

If you did these four things separately, the necessary big fights 
over each one need not derail progress on the others. 

I should say, a massive simplification of the Tax Code is, I think, 
more important than the rates and easier for us all to agree on. 

Debt and deficits. Each year, the CBO correctly declares our 
long-term debt unsustainable and not much happens. Yelling loud- 
er won’t work. 

So let’s, first, face the biggest problem, a debt crisis, when the 
U.S. really needs to borrow trillions of dollars and suddenly can’t; 
a debt crisis, not a predictable rise in interest rates or something 
we can see coming. Crises are always sudden and unexpected, like 
earthquakes and wars. Even Greece could borrow at remarkably 
low interest rates — until, one day, all of a sudden it couldn’t. 

The answers are straightforward. Sensible reforms to Social Se- 
curity and Medicare are on the table. Address underfunded pen- 
sions, huge credit and bailout guarantees, and other things that 
might force the U.S. to need a lot of money suddenly. 

Buy some insurance. Every homeowner shopping for a mortgage 
chooses between a floating rate, lower initially, and a fixed rate, 
higher initially, but forever stopping the chance of interest rates 
going up and blowing their budget. 

The same for the U.S. Fixed rates, borrowing longer, would for- 
ever insulate the budget from interest rate risks, and those are the 
essential ingredients of a debt crisis. 

Above all, undertake simple pro-growth economic policies and 
grow out of the debt. 

You may object that fundamental reform of this sort is not politi- 
cally feasible. Well, what is politically feasible changes fast these 
days. Winston Churchill once said, Americans can be trusted to do 
the right thing after we have tried everything else. Well, we have 
tried everything else, so let’s do the right thing. 

[The prepared statement of John H. Cochrane follows:] 



206 


Growing Risks to the Budget and the Economy. 

Testimony of John H. Cochrane before the House Committee on Budget. 
September 14 2016 


Chairman Price, Ranking Member Van Hollen, and members of the committee: It is 
an honor to speak to you today. 

I am John H. Cochrane. 1 am a Senior Fellow of the Hoover Institution at Stanford 
University!. I speak to you today on my own behalf on not that of any institution 
with which I am affiliated. 

Sclerotic growth is our country’s most fundamental economic problem^. From 1950 
to 2000, our economy grew at 3.6% per year^. Since 2000, it has grown at barely 
half that rate, 1.8% per year. Even starting at the bottom of the recession in 2009, 
usually a period of super-fast catch-up growth, it has grown at just over 2% per 
year. Growth per person fell from 2.3% to 0.9%, and since the recession has been 
1.3%. 

The CBO long-term budget analysis'* looks out 30 years, and forecasts roughly 2% 
growth. On current trends that is likely an over-estimate, as it presumes we will 
have no recessions, or that future recessions will have not have the permanent 
effects we have seen of the last several recessions. If we grow at 2%, the economy 
will expand by 82% in 30 years, almost doubling^ But if we can just get back to the 


1 You can find a full CV, a list of all affiliations, and a catalog of written work at 
http://facultv.chicagobooth.edu/iohn.cochrane/index.htm . 

2 This testimony summarizes several recent essays. On growth and for an overview, 
see “Economic Growth." 2016. In John Norton Moore, ed., The Presidential Debates 
Carolina Academic Press p. 65-90. 

httD://facultv.chicagobooth.edu/iohn.cochrane/research/papers/cochrane growth, 
pdf : "Ending America's Slow-Growth Tailspin." Wall Street Journal, May 3 2016. 
http://www.wsi.eom/article.s/ending-americas-.slow-growth-tailspin-1462230818. 
and "Ideas for Renewing American Prosperity" Wall Street Journal ]uly 4 2014. 
http://online.wsj.com/articles/ideas-for-renewing-american-prosperity- 
1404777194. 

^ https://fred.stlouisfed.org/series/GDPCA. Continuously compounded annual 
rates of growth. Per capita https://fred.stlouisfed.org/series/A939RX00048SBEA 

* https://www.cbo.gOv/sites/default/files/114th-congress-2015- 
2016/reports/51580-LTBO-2.pdf 

5 100*exp(30 X 0.02) = 182. 100*exp(30*0.035) = 286. 
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3.6% postwar normal growth rate, the economy will expand by 194%, almost 
tripling instead. We will add the entire current US economic output to the total. In 
per-person terms, a 1.3% trend gives the average American 48% more income in 30 
years. Reverting to the postwar 2,3% average means 99% more income, twice as 
much. And economic policy was not perfect in the last half of the 20* century. We 
should be able to do even better. 

Restoring sustained, long-term economic growth is the key to just about every 
economic and budgetary problem we face. 

Nowhere else are we talking about doubling or not the average American’s income®. 

Nowhere else are we talking about doubling or not Federal revenues. Long-term 
Federal revenues depend almost entirely on economic growth. In 1990, the Federal 
Government raised $1.6 trillion inflation-adjusted dollars. In 2016, this has doubled 
to $3.1 trillion. Wow! Did the government double tax rates? No. The overall federal 
tax rate stayed almost the same - 18.0% of GDP in 1990, 18.8% of GDP today. 

Income doubled. 

Whether deficits and debt balloon, whether we our government can pay for Social 
Security and health care, defend the country, and fund other goals such as 
protecting the environment, depend most crucially on economic growth. 

Why has growth halved? Some will tell you that the economy is working as well as it 
can, but we’ve just run out of new ideas.^ A quick tour of the Silicon Valley makes 
one suspicious of that claim. 

Others will bring you novel and untested economic theories: we suffer an ill-defined 
"secular stagnation" that requires massive borrowing and spending, even wasted 
spending. The "multiplier" translating government spending to output is not one 
and a half, and a temporary expedient which can briefly raise the level of income in a 
depression, but six or more, enough to finance itself by the larger tax revenues 
which larger output induces - a proposition long derided of the "supply side" - and 


® As an example of agreement on the fundamental importance of growth among 
economists of all political leanings, see Larry Summers, "The Progressive Case for 
Championing Pro-Growth Policies," 2016. 

http://larrvsummers.com/2016/08/08/the-progressive-case.:f or- championing- 
pro-growth-policies / 

^ For an excellent recent exposition of this view, see Robert J. Gordon, The Rise and 
Fall of American Growth: The U.S. Standard of Living since the Civil War. Princeton 
University Press 2016. http://press.princeton.edu/titles/10544.html 
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it can now kick off long-term growth®. Like 18* century doctors to whom disease 
was an imbalance of humors, modern macroeconomic doctors have one diagnosis 
and remedy for all the complex ills that can befall a modern economy: "demand!" 

I’m here to tell you the most plausible answer is simple, clear, sensible, and much 
more difficult. Our legal and regulatory system is slowly strangling the golden goose 
of growth. There is no single Big Fix. Each market, industiy, law, and agency is 
screwed up in its own particular way, and needs patient reform. 

America is middle aged, out of shape and overweight. One voice says: well, get used 
to it, buy bigger pants. Another voice says: 10 day miracle detox cleanse! I’m here to 
tell you that the only reliable answer is good old-fashioned diet and exercise. 

Or, a better metaphor perhaps: our economy, legal and regulatoiy system has 
become like a hoarder’s house. No, there isn't a miracle organizer system. We have 
to patiently clean out every room. 

Economic regulation, law and policy all slow growth by their nature. Growth comes 
from new ideas, new products, new processes, new ways of doing things, and most 
of these embodied in new companies. And these upend old companies, and displace 
their workers, both of whom come to Washington pleading that you save them and 
their jobs. It is a painful process. It is natural that the administration, regulatory 
agencies, and you, listen and try to protect them. But every time we protect an old 
company, an old industry, or an old job, from innovation and competition, we slow 
down growth. 

How do we solve this problem and get back to growth? Our national political and 
economic debate has gotten stale, each side repeating the same base-pleasing 
talking points, but making no progress persuading the other. Making one or the 
other points again, or louder, will get us nowhere. 1 will try, instead, to find policies 
that think outside of these tired boxes, and that can appeal to all sides of the political 
spectrum. 

Rather than "more government" or “less government," let’s focus on fixing 
government. We need above all a grand simplification of our economic, legal, and 
political life, so that government does what it does competently and efficiently. 


® An influential example of these views, including self-financing stimulus: J. Bradford 
DeLong and Lawrence H. Summers, "Fiscal Policy in a Depressed Economy" 
Brookings Papers on Economic Activity. Spring 2012. 

https://www.brookings .edu/bpea-articles/fiscal-Dolicv-in-a-denressed-ecnnomv/ . 
Interestingly, DeLong and Summers condition their view on interest rates stuck at 
zero, a cautionaiy limitation that current stimulus advocates seem to have forgotten. 
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Regulation: fix the process. 

"There’s too much regulation, we're stifling business. No, there's too little regulation, 
businesses are hurting people.” Or so goes the tired argument. Regulation is 
strangling business investment, and especially the formation of new businesses. But 
the main problem with regulation is how it’s done, not how much. If we fix 
regulation, the quantity will take care of itself. We can agree on smarter regulation, 
better regulation, not just "more" or “less" regulation^. 

Regulation is too discretionary - you can’t read the rules and know what to do, you 
have to ask for permission granted on regulators’ whim. No wonder that the 
revolving door revolves faster and faster, oiled by more and more money. 

Regulatory decisions take forever. Just deciding on the Keystone Pipeline or 
California’s high speed train - I pick examples from left and right on purpose - takes 
longer than it did to build the transcontinental railroad in the 1860s. By hand. 

Regulation has lost rule-of-law protections. You often can’t see the evidence, 
challenge witnesses, or appeal. The agency is cop, prosecutor, judge, jury and 
executioner all rolled in to one. 

Most dangerous of all, regulation and associated legal action are becoming more 
politicized. Each week brings a new scandal. Last week^®, we learned how the 
Government shut down ITT tech, but not the well-connected Laureate International. 
The IRS still targets conservative groups The week before, we learned how the 
company that makes Epi-pens, headed by the daughter of a Senator, got the FDA to 
block its competitors, Congress to mandate its products, and jacked up the price of 
an item that costs a few bucks to $600. This is a bi-partisan danger. For example, 
presidential candidate Donald Trump has already threatened to use the power of 
the government against people who donate to opponents’ campaigns 


® See "Rule of Law in the Regulatory State." 2015. 

http://faculty.chicagobooth.edu/john.cochrane/research/papers/ 
rule_ofJaw_and_regulation essay.pdf 

10 http://www.wsi.com/articles/the-clinton-for-Drofit -college-standard: 

147S204250 


11 http://www.washingtnntimes.eom/news/2016/sep/7/irs-re.fus es-to-abandon.:. 

targeting-criteria-used-aga/ 


i2htt p://www.iisatodav.cnm/storv/news/Dolitics/onpoliti cs /2016/02/22/trump^ . 

rirketts-familv-better-careful/80761060/ 
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America works because you can lose an election, support an unpopular cause, speak 
out against a policy you disagree with, and this will not bring down the attentions of 
the IRS, the ERA, the NLRB, the SEC, the CFPB, the DOJ, the FDA, the FTC, the 
Department of Education, and so forth, who can swiftly put you out of business even 
if eventually you are proven innocent, or just slow-roll your requests for 
permissions until you run out of money. 

This freedom does not exist in much of the world. The Administrative state is an 
excellent tool for cementing power. But when people can’t afford to lose an election, 
countries come unglued. Do not let this happen in the US. 

Congress can take back its control of the regulatory process. Write no more 
thousand-page bills with vague authorizations. Fight back hard when agencies 
exceed their authorization. Insist on objective and retrospective cost benefit 
analysis. Put in rule-of law protections, including discovery of how agencies make 
decisions. Insist on strict timelines - if an agency takes more than a year to rule on a 
request, it’s granted. 

Health care and finance are the two biggest new regulatory headaches. The ACA and 
Dodd-Frank aren’t working, and are important drags on employment and economic 
growth. Simple workable alternatives exist. Implement them. 

The real health care problem is not how we pay for health care, but the many 
restrictions on its supply and competition If hospitals were as competitive as 
airlines, they would work darn hard to heal us at much lower - and disclosed! - 
prices. If the FDA did not strangle new medicines and devices, even generics, prices 
would fall. 

Competition is always the best disinfectant, guarantor of good service and low 
prices. Yet almost all uncompetitive markets in the US are uncompetitive because 
some law or regulation keeps competitors out. 

Rather than guarantee bank debts, and unleash an army of regulators to make sure 
banks don’t risk too much, we should instead insist that banks ^et their money in 
ways that do not risk crises, primarily issuing equity and long-term debt. Then 
banks can fail just like other companies, and begin to compete just like other 
companiesi*. 


13 See “After the ACA: Freeing the market for health care.’’ 2015. In Anup Malani and 
Michael H. Schill, Eds. The Future of Healthcare Reform in the United States, p. 161- 
201, Chicago: University of Chicago Press. 

http://faculty.chicagobooth.edU/john.cochrane/research/papers/aft:er_aca_publish 

ed.pdf 

11 See "Toward a run-free financial system." 2014. In Across the Great Divide: New 
Perspectives on the Financial Crisis, Martin Neil Baily and John B. Taylor, Editors, 
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"The planet is dying, control carbon!" "Your crony energy boondoggles and 
regulations are killing the economy!” Well, that argument is not getting us 
anywhere, is it? The answer is straightforward: A simple carbon tax in exchange for 
elimination of all the growth-killing, intrusive, cronyist, and ineffective 
micromanagement. We can continue to argue about the rate of that tax, but it will 
both reduce more carbon, and increase more growth, than the current ineffective 
policies - and stagnant debate. 

None of these recommendations are ideological or partisan. These are just simple, 
clean-out-the-Junk, workable ways to get our regulatory system to actually work, for 
its goal of protecting consumers and the environment, at minimal economic and 
political damage. 

Social programs: Fix the incentives. 

"Cut spending, or the debt will balloon!" “Raise spending or people will die in the 
streets!" That’s getting nowhere too. And it ignores central problems. 

In many social programs, if you earn an extra dollar, you lose a dollar or more of 
benefits. Many programs have cliffs, especially in health care and disability, where 
earning one extra dollar triggers an enormous loss. Even when one program cuts 
benefits modestly with income, the interaction of many programs makes work 
impossible'^. No wonder that people become trapped. We need to fix these 
disincentives. Doing so will help people better. If we fix the incentives, though it 
may look like we spend more, in the end we will spend less - and encourage 
economic growth as well as opportunity. 

Spend more to spend less. "Spending is out of control! We need to spend less or there 
will be a debt crisis!" "Oh there you go being heartless again. We need to invest more 
in programs that help Americans in need." I feel like I’m at a dinner party hosted by 
a couple in a bad marriage. This isn’t getting us anywhere. 

It is important to limit Federal spending. However, we tend to just limit the 
appearance of spending by moving the same activities off the books. Off-the-books 
spending does the same economic damage. Or more. 


rs.s-the-great- 


and "A Blueprint for Effective Financial Reform." 2016. In George P. 

Shultz, ed. Blueprint for America Hoover Institution Press, p. 71 - 84. 

htrp://faciiltv.rhicagohnnth.edu/iohn.cochrane/research/paDersi fieorge shultz , M , u , 

eprint for america ch7.pdf 


15 See Casey Mulligan The Redistributon Recession, Oxford University Press 2012. 
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For example, we allow an income tax deduction for mortgage interest, in order to 
subsidize homeownership. From an economic point of view, this is exactly the same 
thing as collecting higher taxes, and then sending checks to homeowners. It looks 
like we’re taxing and spending less than we really are. But from an economic growth 
point of view, it’s the same thing. 

Actually, it’s worse, because it adds unfairness and inefficiency. Suppose a colleague 
proposes a bill to you: The U.S. Treasury will send checks to homeowners, but high 
income people get much bigger checks, as will people who borrow a lot, and people 
who refinance often and take cash out. People with low incomes, who save up to 
buy houses, or don’t refinance, get a lot less. You would say, "You’re out of your 
mind!” But that’s exactly what the mortgage interest deduction achieves! 

If we were to eliminate the mortgage deduction, and put housing subsidies on 
budget, where taxpayers can see where their money is going, the resulting 
homeowner subsidy would surely be a lot smaller, much more progressive, helping 
lower income people, better targeted at getting people in houses, and less damaging 
of savings and economic growth. Both Republicans and Democrats should rejoice. 
Except the headline amount of taxing and spending will increase. Well, spend more 
to spend less. 

We allow a tax deduction for charitable deductions. This is exactly the same thing as 
taxing more, but then sending checks to non-profits as matching contributions - but 
much larger checks for contributions from rich people than from poorer people. 
Then, many "non-profits” spend a lot of money on private jet travel, executive 
salaries, and political activities. Actual on-budget federal spending, convoluted and 
inefficient as it is, at least has a modicum of oversight and transparency. If we 
removed the deduction, but subsidized worthy charities, with transparency and 
oversight, we’d do a lot more good, and probably overall tax less and spend less. 
Except the headline amount of taxing and spending might increase. Well, spend 
more to spend less. 

Mandates are the same thing as taxing and spending. Many European countries tax a 
lot, and then provide services, like health insurance. We mandate that employers 
provide health insurance. It looks like we’re taxing and spending less, but we’re not. 
A health insurance mandate has exactly the same economic effects as a $15,000 
head tax on each employee, financing a $15,000 health insurance voucher. 

Economics pays no heed to budget tricks. Spending too much rhetorical effort on 
lowering taxes and spending induces our government to such tricks, with the same 
growth-destroying effects. If you want economic grovrth, treat every mandate as 
taxing and spending. 
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Taxes: break up the argument. 

The outlines of tax reform have been plain for a long time: lower marginal rates, 
broaden the base by getting rid of the massive welter of special deals. But it can't get 
done. Why not? 

When we try to fix taxes we argue about four things at once: 1} What is the right 
structure for a tax code? 2) What is the right level of taxes, and therefore, of 
spending? 3) What activities should the government subsidize - home mortgages, 
charitable contributions, electric cars, and so on? 4] How much should the 
government redistribute income? 

Tax reforms fail because we argue about all these together. For example, the 
Bowles-Simpson commission got to an improvement on the structure of taxes, but 
then the reform effort fell apart when the Administration wanted more revenue and 
congressional Republicans less. 

I am back at my dysfunctional dinner party. Sometimes, in politics as in marriage, it 
is wise to bundle issues together, each side accepting a minor loss to ensure what 
they see as a major gain. You clean up your socks, I’ll clean up my makeup. 
Sometimes, however, we bundle too many issues together, and the result is 
paralysis, as each side vetoes a package of improvements over a small issue. Then, 
it’s better to work on the issues separately. 

So, let's fix taxes by separating these four issues, in four commissions possibly, or 
better in four completely separate sections of law. 

1) Structure. Agree on the right structure of the tax code, with its only goal to raise 
revenue at minimal economic distortion, but leave the rates blank. 

2) Rates. Determine the rates, without touching the structure of the tax code. A good 
tax code should last decades. Rates may change every year, and likely will be 
renegotiated every four. But those who want higher or lower rates know they can 
agree on the structure of the tax code. 

3) Separate the subsidy code from the tax code. Mortgage interest subsidies? 

Electric car subsidies? Sure, we'll talk about them, but separately. Then, we don’t 
have to muck up raising revenue for the government with subsidies, and the 
budgetary and economic impact of subsidies can be evaluated on their own merits 


See "Here’s what genuine tax reform looks like.” Wall Street Journal, December 23 

2015. http://www.wsj.com/articles/heres-what-genuine-tax-reform-looks-like- 

1450828827 
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4) Separate the redistribution code from the tax code. Then we don’t muck up 
raising revenue for the government with income transfers. 

The main point is that by separating these four elements of law, each with 
fundamentally different purposes, we are much more likely to make coherent 
progress on each. You need not oppose beneficial aspects of an economically 
efficient tax simplification, say, if you wish to have a greater level of redistribution - 
well, at least any more than you might oppose any random bill in order to force your 
way on that issue. 

Some thoughts on how each of these might work: 

Structure. The economic damage of taxation is entirely about "marginal" rates - if 
you earn an extra dollar, how much do you get to enjoy it, after all taxes, federal, 
state, local, sales, estate, and so forth. Economics has really little to say about how 
much taxes people pay. The economists' ideal is a tax system in which people pay as 
much as the Government needs - but each extra dollar is tax-free. Politics, of course, 
focuses pretty much on the opposite, how much people pay and ignoring the 
economically-distorting margins. 

Thus, if you ask 100 economists, “now, forget politics for a moment -that’s our job - 
and tell me what the right tax code is, with the only objective being to raise revenue 
without distorting the economy," the pretty universal answer will be a consumption 
tax - with no corporate tax, income tax, tax on savings or rates of return, estates, or 
anything else, and essentially no deductions. (They will then say "but..." and go on to 
demand subsidies and income redistribution, at which time you have to assure them 
too that we’ll discuss these separately.] 

A massive simplification of the tax code is, in my opinion, as or more important than 
the rates - and it’s something we’re more likely to agree on. America’s tax code is an 
obscenely complex cronyist nightmare. 

For example, that's why 1 favor, and you should seriously consider, eliminating the 
corporate tax. Corporations never pay any taxes. All money they send to the 
government comes from higher prices, lower wages, or lower returns to 
shareholders - and mostly the former two. If you tax people who receive corporate 
profits, rather than collecting taxes from higher prices and lower wages, you will 
have a more progressive tax system. 

But more importantly, if you eliminate the corporate tax, you will eliminate the 
constant stream of lobbyists in your offices each day asking for special favors. 

Far too many businesses are structured around taxes, and far too many smart minds 
are spending their time devising corporate tax avoidance schemes and lobbying 
strategies. 
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A much simpler tax code even with sharply higher rates - but very clear rates, that 
we all know about and can plan on - may well have less economic distortion than a 
massively complex code, with high statutory rates, but a welter of complex schemes 
and deductions that result in lower taxes. 

Subsidy code. Tax expenditures - things like deductions for mortgage interest, 
employer provided health care, charitable contributions, and the $10,000 credit my 
wealthy Palo Alto neighbor got from the taxpayers for buying a Tesla - are 
estimated at $1.4 trillioni^, compare with $3.5 trillion Federal Receipts and $4 
trillion Federal Expenditures. Our Federal Government is really a third larger than 
it looks. 

While the subsidy code could consist of a separate discussion of tax expenditures, it 
would be far better for the rules of the subsidy code to be: all subsidies must be on 
budget, where we can all see what’s going on. 

Redistribution. Even a consumption tax can be as progressive as one wants. One can 
use the regular income tax code with full deduction of savings and omitting capital 
income, thus taxing high consumption at higher rates and low consumption at lower 
rates. 

Again, however, it might well be more efficient to integrate income redistribution 
with social programs. Put it on budget, and send checks to people. Yes, that makes 
spending look larger, but sending a check is the same thing as giving a tax break. 

And spending can be more carefully monitored. 

Infrastructure 

Infrastructure is all the rage^'^. America needs infrastructure. Good infrastructure, 
purchased at minimum cost, that passes objective cost-benefit criteria, built 
promptly, can help the economy in the long run. Soft infrastructure - a better justice 
system, for example - matters as much as hard infrastructure - more asphalt. 


17 htt ps: / /www.whitehouse.gov/omb/budget/Analvtical Perspectives Table 14; 
http://www.taxpolicycenter.org/briefmg-book/what-tax-expenditure-budget 

18 https: //fred.stlouisfed.org/series/W019RCQ027SBEA 

» See "The Clinton Plan's Growth Deficit." Wall Street Journal, August 12 2016. 
http://www.wsi.eom/articles/the-clinton-plans-growth-deficit-1470957720 . Also, 
for an excellent and well documented review of these issues, see 
Edward L. Glaeser, 2016, "If you Build it,." City journal. Summer 2016, 

http://www.dty-journal.org/html/if-you-build-it-14606.html 
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However, there is no case that the halving of America's growth rate in the last 20 
years is centrally due to potholes and rusting bridges. Poor infrastructure is not the 
cause of sclerosis, so already one should be wary of infrastructure investment as the 
central plan to cure that sclerosis. 

The claim that infrastructure spending will lift the economy out of its doldrums lies 
on the "multiplier" effect, that any spending, even wasted, is good for the economy. 
That is a dubious proposition, especially when the task is to raise the economy by 
tens of trillions, over decades. 

Modern infrastructure is built by machines, and not many people; even less people 
who do not have the specialized skills. A Freeway in California will do little to help 
employment of a high school dropout in New York, or a middle-aged mortgage 
broker in New Jersey. Neither knows how to operate a grader. 

The problem with infrastructure is not lack of money. President Obama inaugurated 
a nearly trillion dollar stimulus plan 8 years ago. His Administration found out there 
are few shovel-ready projects in America today. They're all tied up waiting for 
historic review, environmental review, and legal challenges. 

The problem with infrastructure is a broken process. Put a time limit on historic, 
environmental, and other reviews. Require serious, objective, and retrospective 
cost-benefit analysis. Repeal Davis-Bacon and other contracting requirements that 
send costs soaring. If the point is infrastructure it should be infrastructure, not 
passing money around. You ought to be able to agree on more money in return for 
assurance that the money is wisely spent. 

Debt and deficits 

This hearing is also about budgets and debts, which I have left to the end. Yes, our 
deficits are increasing. Yes, every year the Congressional Budget Office declares our 
long-term promises unsustainable. 

I have not emphasized this problem, though in my opinion it is centrally important, 
and I think I was invited here to say so. 

Recognize that computer simulations with hockey-stick debt, designed to frighten 
into submission a supporter of what he or she feels is necessary government 
spending, are as ineffective as computer simulations with hockey-stick 
temperatures, designed to frighten into submission a supporter of current economic 
growth and skeptic of draconian energy regulation. Yelling about each, louder, is not 
going to be productive. 

And there are many voices who tell you debt is not a problem. Interest rates are at 
record lows. Why not borrow more, and worry about paying it back later? 
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So, let me offer a few out of the box observations, and suggestions that you might 
agree on. 

It is useful to clarify why debt is a problem. The case that large debts will slowly and 
inexorably push up interest rates, and crowd out investment, is hard to make in this 
era of ultra-low rates. Debt does place a burden of repayment on our children and 
grandchildren, but if we have reasonable economic growth they will be wealthier 
than we are. 

The biggest danger that debt poses is a crisis. 

Debt crises, like all crises that really threaten an economy and society, do not come 
with decades of warning. Do not expect slowly rising interest rates to canary the 
coalmine. Even Greece could borrow at remarkably low rates. Until, one day, it 
couldn't, with catastrophic results. 

The fear for the US is similar. We will have long years of low rates. Until, someday, it 
is discovered that some books are cooked, and somebody owes a lot of money that 
they can’t pay back, and people start to question debts ever 3 rwhere. 

For example, suppose Chinese debts blow up, and southern Europe as well. Both 
Europe and China will start selling Treasury debt quickly. Suppose at the same time 
that student loans, state and local pensions, and state governments are blowing up, 
along with some large U.S. companies, and banks under deposit insurance. A 
recession looms, which the US will want to fight with fiscal stimulus. The last crisis 
occasioned about $5 trillion of extra borrowing. The next one could double that. 

So, the U.S. needs to quickly borrow additional trillions of dollars, while its major 
customers - foreign central banks - are selling. In addition, the U.S. borrows 
relatively short term. Each year, the U.S. borrows about $7 trillion to pay off $7 
trillion of maturing debt, and then more to cover the deficit. 

Imagine all this happens 10 years from now, with social security and medicare 
unresolved and increasing deficits. The CBO is still issuing its annual warnings that 
our debt is unsustainable. Now, bond investors are willing to lend to the US 
government so long as they think someone else will lend tomorrow to pay off their 
loans today. When they suspect that isn’t true, they pull back and interest rates 
spike. 

But our large debts leave our fiscal position sensitive to interest rate rises. At 100% 
debt to GDP ratio, if interest rates rise to just 5%, that means the deficit rises by 5 
percentage points of GDP, or approximately $1 Trillion extra dollars per year. If 
bond investors were worried about sustainability already, an extra trillion a year of 
deficits makes it worse. So they demand even higher interest rates. Debt that is 
easily financed at 1% rates is not sustainable at 5% rates and a catastrophe at 10% 
rates - if you have a large debt outstanding. 
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This is a big part of what happened to Greece and nearly happened to Italy. At low 
interest rates, they are solvent. At high interest rates, they are not. 

Debt crises are like an earthquakes. It’s always quiet. People laugh at you for 
worrying. Bu 3 dng insurance seems like a waste of money. Until it isn’t 

So, the way to think about the dangers of debt is not like a predictable problem that 
comes to us slowly. View the issue as managing a small risk of a catastrophic 
problem, like a war or pandemic. 

The easy answers are straightforward. Sensible reforms to Social Security and 
Medicare are on the table. Fix the indexing, improve the incentives for older people 
to keep working. Convert medicare to a premium support policy. 

The harder problems are those less recognized. Underfunded pensions, widespread 
credit guarantees, and explicit or implicit too big to fail guarantees add tinder to the 
fire. Dry powder and good credit are invaluable. 

Above all, undertake a pro-growth economic policy. We grew out of larger debts 
after World War 11; we can do that again. 

You can also buy some insurance. Every American household that takes out a 
mortgage faces the choice; fixed rate, or variable rate? The fixed rate is a little 
higher. But it can't go up, no matter what happens. The variable rate starts out 
lower. But if interest rates rise, you might not be able to make the pa 5 nnents, and 
you might lose the house. That is what happens to countries in a debt crisis. 

For the US, this decision is made by the Treasury Department and the Federal 
Reserve. The Treasury has been gently lengthening the maturity of its borrowings. 
The Federal Reserve has been neatly undoing that effort. 

Both Treasury and Fed need direction from Congress. The Treasury does not regard 
managing risks to the budget posed by interest rate rises as a central part of its job, 
and the Fed does not even consider this fact. Congress needs to decide who is in 
charge of the maturity structure of US debt, and guide the Treasury. I hope that 
guidance leans towards the fixed rate plan. By issuing long-term debt - I argue in 
fact for perpetuities, that simply pay a $1 coupon forever with no fixed roll over date 
- and engaging in simple swap transactions that every bank uses to manage interest 
rate risk, the U.S. can isolate itself from a debt crisis very effectively^o. But at least 
ask that fixed or floating interest rate question and make a decision. 


20 For more details see: A New Structure For U. S. Federal Debt." 2015. In David 
Wessel, Ed., The $13 Trillion Question: Managing the U.S. Government's Debt, pp. 91- 
146. Washington DC: Brookings Institution Press. 
https://www.brookings.edu/book/the-13-trillion-question/ and 
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As I have warned against focusing too much attention on on-budget spending, so let 
me warn against too much attention on deficits rather than spending. If you focus on 
debt and deficits, the natural inclination is to raise tax rates. Europe’s experience in 
the last few years argues against "austeritjf" in the form of sharply higher tax rates, 
as always adding to the disincentive to hire, invest, or start innovative businesses. 

Concluding comments 

I have sketched some novel and radical-sounding approaches to restoring robust 
economic growth. Economic growth, together with commonsense fiscal discipline 
are keys to solving our budget problems. 

This is not pie in the sky. These are simple straightforward steps, none controversial 
as a matter of economics. And there really is no alternative. Ask of other 
approaches: Does this at all plausibly diagnose why America’s growth rate has fallen 
in half? Does the cure at all plausibly address the diagnosis? is the cure based on a 
reasonable causal channel that you can actually explain to a constituent? Does the 
cure have a ghost of a chance of having a large enough effect to really make a 
difference? 

You may object that fundamental reform is not "politically feasible." Well, what’s 
"politically feasible’’ can change fast in this country. This is an exciting time 
politically. The people are mad as hell, and they’re not taking it any more. They are 
ready for fundamental changes. 

Furthermore, it is time for Congress to take the lead. These are properly 
Congressional matters, and no matter who wins the Presidential election you are 
unlikely to see leadership in this direction. 

Winston Churchill once said that Americans can be trusted to do the right thing after 
we’ve tried everything else. Well, we’ve tried everything else. It’s time to prove him 
right. 


httn://facu)tvchicagobooth.edu/iohn.cochran e /research/papers/Cochrane US Fed . 

eral Debt.pdf . For a clear analysis of the problem, that recommends the opposite 
action - shortening the maturity structure to take advantage of low rates - see 
Robin Greenwood, Samuel G. Hanson, Joshua S. Rudolph, and Lawrence H. Summers, 
"The Optimal Maturity of Government Debt" and "Debt Management Conflicts 
between the U.S. Treasury and the Federal Reserve," also in David Wessel, Ed., The 
$13 Trillion Question: Managing the U.S. Government's Debt . 


14 



220 


Chairman Price. Thank you, Dr. Cochrane. 

Dr. Bernstein, you are recognized for 5 minutes. 

STATEMENT OF JARED BERNSTEIN 

Mr. Bernstein. Thanks very much. Chairman Price, and thank 
you, Mr. Ryan, for the invitation to speak to you today. 

My testimony makes three simple points. First, as recent labor 
market, income, poverty, and health coverage data reveal, the 
American economy actually has significant strengths. The U.S. 
economy is in the seventh year of a recovery that began in the sec- 
ond half of 2009, meaning that we are in the midst of a relatively 
long expansion. Businesses began adding jobs on net in late 2010, 
and since then, private sector employment is up 15 million jobs, the 
longest streak of total job growth on record. 

The tightening job market has meant faster wage growth, and 
not just for high-wage workers, but for middle- and low-wage work- 
ers as well. As my first figure shows, the real wage of blue collar 
workers in manufacturing and for non-managers and services is up 
5 percent since its trough in late 2012. 

My second figure uses data from the New York Federal Reserve 
to show another favorable shift in the recent job market: Middle- 
skill job growth is now outpacing that of job growth in low- and 
high-wage occupations. 

Now, these labor market trends helped to generate remarkably 
positive real income gains last year as reported just yesterday by 
the Census Bureau. My figure 3 shows these real gains were larg- 
est at the low end of the income scale, a characteristic pattern of 
tightening labor markets as they disproportionately lift the incomes 
of the least advantaged. 

I should note that contrary to some of the very negative com- 
ments that have been made so far today, the 5.2 percent increase 
you see in this figure is the fastest 1-year growth in real median 
household income on record in the Census Bureau series, which 
dates from the mid-1970s. 

Poverty also fell significantly last year, though the poverty rate, 
at 13.5 percent, is still above its 2007 level. 

Figure 4 shows the dramatic decline in the share of Americans 
without health coverage that began with the implementation of the 
Affordable Care Act. These very positive developments for middle- 
and low-income households derive from the one-two punch of tight- 
er labor markets and progressive healthcare policy. 

My second point, however, is that trend productivity growth is 
too slow, and that suggests the need for an investment agenda. 
Though the U.S. economy is growing faster than most other ad- 
vanced economies, real GDP growth has been slower in this recov- 
ery than in prior ones. An important reason for this outcome is 
that productivity growth has also slowed. And one reason that pro- 
ductivity growth has slowed is due to less capital deepening, as in 
not enough investment in capital per hour worked. 

Now, recent Congresses, including the current one, have been ex- 
tremely reluctant to plan and execute public investment in needed 
areas, including basic research, water quality, human capital, in- 
cluding preschool, and transportation infrastructure. 
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This is a bipartisan complaint, one I hear regularly from the 
business community that depends on productivity-enhancing infra- 
structure. 

My final point is that while we face serious fiscal constraints, 
lower interest rates and slower-growing healthcare costs, even as 
many more people have health coverage, are providing desperately 
needed fiscal oxygen. Together, these two factors explain five-sixth 
of the improvement in the long-term forecast of the debt ratio. 

My last figure underscores the health savings point. It shows a 
4 percentage point decline in projections for public health spending 
as a share of GDP between the 2010 projections and the most re- 
cent ones, savings that are partly attributable to healthcare deliv- 
ery efficiencies promoted by the Affordable Care Act. 

Given the investment agenda I recommend, I want to express my 
concern regarding sequestration cuts to nondefense discretionary 
programs, including education, job training, infrastructure, sci- 
entific and medical research, veterans health care, and more. Such 
funding is projected to fall to historical lows as a share of the econ- 
omy in coming years. 

Similarly, the budget of the House majority features particularly 
severe cuts in programs to help poor families and others of limited 
means. Sixty-two percent of its spending cuts come from programs 
that serve low- and moderate-income families, including Medicaid, 
nutritional support, and Pell Grants. 

Such budgeting would not only lead tens of millions of people to 
lose health coverage and basic food support, but it would also un- 
dermine the positive public investment agenda we very much need. 

Thank you. 

[The prepared statement of Jared Bernstein follows:] 
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Testimony: The need for productivity enhancing public investments 

Jared Bernstein, Center on Budget and Policy Priorities 

Chairman Price, ranking member Van Hollen: I thank you and the committee for 
the invitation to speak to you today. 

The purpose of my testimony is to a) provide you with an assessment of strengths 
and weaknesses of the current US economy, b) offer thoughts about policies that 
can boost the strengths and reduce the weak spots, and c) examine near- and 
longer-term fiscal constraints in this context. 

Current economic conditions 

The US economy is in the seventh year of a recovery that began in the second half 
of 2009 meaning we're in the midst of a relatively long expansion. Since 1960, 
economic expansions have lasted 5 years on average. Since 1980, they've lasted 
six years on average. 

Countercyclical policies of the Federal Reserve and the federal government (The 
Recovery Act) were instrumental in helping to pull the economy out of the Great 
Recession. In a recent review of the impact of these measures, economists Alan 
Blinder and Mark Zandi write that the spate of fiscal, monetary, and financial 
interventions "...dramatically reduced the severity and length of the meltdown 
that began in 2008; its effects on jobs, unemployment, and budget deficits; and 
its lasting impact on today's economy." Along with tax relief and countercyclical 
anti-poverty interventions, the Recovery Act invested $48 billion in over 14,000 
projects repairing highways, transit systems, bridges, and airports. 

Businesses began adding jobs on net in late 2010 and since then, private sector 
employment is up 15.1 million jobs, the longest streak of total job growth on 
record. The unemployment rate has fallen by half since then, from about 10 to 
about 5 percent. 

The tightening job market has meant faster wage growth, and not just for high- 
wage workers, but for middle- and low-wage workers as well. The real wage of 
blue-collar workers in manufacturing and non-managers in services is up 5 
percent since its recent trough in late 2012 (see Figure 1). Pay is rising for the 
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lowest-wage workers as well, due both to competition for labor and to state- and 
city-level minimum wage increases. Economist Elise Gould of the Economic Policy 
Institute finds a 3.8% real gain for the hourly wages of workers at the 20* 
percentile of the wage scale between the first half of last year and this year, the 
largest increase of any decile. Gould attributes this in part to the aforementioned 
minimum wage increases. 


Reai Wages Have Grown for Biue-CoHar Workers and Non-Managers 

Uune 2009 to July 2016) 



Recent analysis by the New York Federal Reserve finds an important shift in job 
quality towards middie-class jobs as the labor market recovery has progressed. 
Figure 2 below shows that while growth in middie-skiil jobs (jobs in 
transportation, construction, administrative support, social and protective 
services, installation and repair, production, and education) was relatively weak 
earlier in the expansion relative to job growth in low- and high-wage occupations, 
since 2013 job growth in this middle category has been the strongest. 
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Job Gains In the United States 

Met Change in Totai EmpSoyment, Thousands 


2®1®to2013 




The combination of solid, more balanced employment growth, hourly wage 
growth, and low inflation is boosting incomes and aggregate consumer spending. 
From 2012-14, aggregate weekly earnings (private employment * average weekly 
hours * average hourly earnings), adjusted for inflation, grew 2.4 percent per 
year. Since then, aggregate weekly earnings are up 3.8 percent per year, an 
economically significant acceleration. The largest factor driving this increase is 
slower inflation, with faster nominal earnings as a secondary factor. 

The scatterplot below (Figure 3) plots the year-over-year growth of real aggregate 
weekly earnings against that of real consumer spending. The best-fit line 
highlights the positive correlation: solid employment growth, the tightening Job 
market, and low inflation are feeding back into growing consumer spending, 
which accounts for Just under 70 percent of US GDP. Since 2014, this dynamic has 
boosted average annual growth of real consumer spending by a percentage point 
per year, from about 2 percent in the earlier part of the expansion to 3 percent 
more recently. 
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Increased jobs, wages, and lower inflation highly 
correlated with faster consumer spending 
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Year-Over- Year Growth, Real Aggregate Yearly Earnings 


Though it took many years for the recovery to reach poor and middle-income 
households, Census data released the day before this hearing are expected to 
show significant declines in poverty and an increase in real median household 
income. The private firm Sentier Research estimates monthly data on real median 
household income, and they find that after failing steeply in the recession, real 
median household income is up 9 percent from its June 2011 low-point. At about 
$57,000 in today's dollars, that brings median household income back up to its 
pre-recession peak. 

These positive trends in jobs, wages, and growth exist amidst numerous 
challenges in the current economy, many of which I know are of concern to 
members of the committee. 

Though the US economy is doing much better than most other advanced 
economies, real US GDP growth has been slower in this recovery relative to prior 
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recoveries. While economists do not have a full explanation for this slowdown, we 
have identified some important factors in play. 

As baby boomers age out of the labor force, labor supply, a key growth input, has 
slowed. While the labor force participation rate is down about three percentage 
points since the recession, from around 66 percent to about 63 percent, analysts 
attribute two of those points to retiring workers aging out of the labor force. 

The other "supply-side" growth factor, productivity growth, has also slowed. 
Between 1995 and 2005, productivity grew just under 3 percent per year. Since 
then, it has grown 1.2 percent annually. Like many economists, I view this to be 
our biggest challenge. 

Unfortunately, economists have a poor track record forecasting or even 
convincingly explaining underlying changes in the rate of productivity growth, 
particularly "multifactor" productivity (mfp) growth, a measure that accounts for 
increases in output beyond what can be explained by increases in labor and 
capital inputs alone, such as technological advances or managerial improvements. 
Between the 1950s and 2007, mfp contributed about 1 percent per year to overall 
productivity growth. Since then it has contributed half as much. Economists and 
hard pressed to identify the factors behind this slowdown. 

However, the mfp accounts do provide us with one important hint: for decades, 
capital investment (aka "capital deepening," or capital per hour worked) also 
added about 1 percent to productivity growth. In recent years, it too is 
contributing less: 0.6 percent. Here is an aspect of productivity growth that policy 
may be able to address, a concern I return to below in the context of a potentially 
productivity-increasing public investment agenda.^ 

We are not at full employment. Though the unemployment rate is about equal to 
the natural rate estimates of both CBO and the Federal Reserve, other labor 
market indicators show that slack remains in the job market. The 
underemployment rate (which includes part-timers who'd rather have full-time 
jobs), at 9.7 percent, remains a point above what I've estimated to be its full- 
employment rate, and the share of prime-age workers (25-54) with jobs— their 
employment-to-population ratio— remains below its pre-recession peak. 


* See Economic Report of the President, February 2016, Chapter 2. 
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To be clear, these measures have all shown cyclical resilience. The employment 
rate of prime-age workers, for example, has made back 2/3 of its post-recession 
decline, and the underemployment rate is way down from its 17 percent peak in 
late 2009. But while we are closing in on full employment, some slack remains. 

The recovery has been highly varied by region. Research by Danny Yagan shows 
that workers in areas that underwent particularly negative economic "shocks" in 
the Great Recession were still less likely to be employed in 2014 compared to 
those in places that were hit less hard by the downturn. The Economic Innovation 
Group's Distressed Community Index elaborates this theme with multiple 
indicators, including local business creation, poverty rates, and adult employment 
rates. 

As is so often the case, it is also true that this recovery is taking longer to reach 
disadvantaged groups of people. Unemployment for African-American workers, 
for example, remains about twice that of whites and, importantly, this result 
holds when controlling for education levels . 

As noted above, middle- and low-wage workers have made recent gains. But over 
the long term, the increase in economic inequality has often led to stagnant or 
declining trends in wages, incomes, and wealth. For example, while I noted the 
increase in real earnings of production workers and non-managers, their real 
wage level is about where it stood in the late 1970s, despite a near doubling of 
productivity growth since then. 

A final point in this section regards a policy mistake that many governments have 
made that has contributed to the results just described; the premature pivot to 
fiscal austerity. Figure 4 below shows real GDP growth in Eurozone countries 
between 2009 and 2013 plotted against the percentage point change in the 
cyclically adjusted primary balance as a share of GDP.^ Countries that applied 
fiscal austerity— i.e., that tightened their fiscal stance while underlying growth 
was still weak— saw less real GDP growth than countries more willing to apply the 
shock absorber of temporary deficit spending. 


^ Since we expect deficits to go up to some degree in recessions (e.g., due to lower revenue flows), it is important 
to measure the extent of austerity against a cyclically adjusted budget deficit. This approach will identify countries 
that undertook austerity measures yet still ran cyclical deficits. 
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Austerity’s Cons^equences In Europe, 2009-2013 


Countries that have reduced Lheir structural deficits more since the Great 
Recession have experienced less economic growth 



Percentage Point Change in Cyclfcafty Adjusted Primary Balance 


Swrar. Authors analysis of IMF f Hcaf Moottof and World f corHsmk: 


One reason we're now doing better than these economies is that U.S. fiscal policy 
responded aggressively to the Great Recession, as stressed by the Blinder/Zandi 
analysis cited above. Yet we too pivoted to austerity too soon, both with the 
premature sunsetting of a temporary paycheck booster (the "payroll tax holiday") 
in 2013 and with spending cuts that year from sequestration. According to 
Goldman Sachs, that pivot cost the U.S. economy 1.6 percent of lost GDP in 2013 
— over a million jobs lost based on historical relationships and about three- 
quarters of a point added to unemployment — at a time when the U.S. economy 
was still trying to recover from the residual pull of the Great Recession. In 2014, 
when fiscal impulse turned neutral, unemployment fell more quickly and Job 
growth accelerated. 

Interestingly, new analysis from researchers at Goldman Sachs shows the 
importance of a fiscal response to slow growth in general or the next recession in 
particular. Especially given constraints faced by the Federal Reserve (specifically, 
the low "Fed funds rate"), the GS analysis underscores the effectiveness of 
discretionary fiscal response— a temporary increase in deficit spending to offset 
the downturn— in reducing both the output gap (the gap between potential and 
actual GDP) and unemployment (they find discretionary spending to be more 
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effective than the automatic stabilizers). The researchers conclude that their 
"...findings reinforce the argument of Fed officials that countercyclical fiscal policy 
could be a valuable complement to monetary policy."^ 

This overview sets the stage for a discussion of the following policy agenda to 
ensure the continued improvements in areas of economic strength and to meet 
the challenges just discussed. The following section will then examine the fiscal 
policy constraints most germane to this committee. 

The need for and benefits of boosting public investment 

Recent Congresses, including the current one, have been extremely reluctant to 
plan and execute public investments in needed areas. To be clear, this is a 
bipartisan complaint, one I hear regularly from the business community that 
depends on productivity-enhancing infrastructure. Often, certain politicians' 
rhetoric suggests that any public spending targeted at the economy would simply 
crowd out private investment. But this view misunderstands the basic fact that, as 
I've argued before, "public spending should be made on goods and services that 
the private market will either not provide, for sound business reasons, or will not 
provide in optimal amounts.""' 

Educational services, for example, would surely be under-provided and under- 
utilized if they were solely under the purview of the private sector. Similarly, since 
there is often no efficient mechanism for businesses to profit from investments in 
infrastructure in transportation, water systems, basic research, and more, the 
economy's productive capacity and our citizens' safety will be diminished if we fail 
to provide and maintain these investments. 

Though there is certainly no evidentiary "smoking gun," many economists suspect 
that the lack of such public investment is one reason productivity growth (and 
capital deepening) have slowed. In a recent presentation on these issues, CEA 
chair Jason Furman argued that "in the absence of public investment, aggregate 
R&D investment (not only basic research but also applied research and 
experimental development) is bound to fall short of what is socially optimal." 
Furman cites research suggesting "that the socially optimal level of R&D 


* Goldman Sachs, US Economic Analyst: "From the election to the next recession." September 9, 2016. 
'‘.h ttp://www.cbpp.org/sltes/default/files/atoms/files/6-16-15econ testimonv.nrif 
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investment— the amount that would produce the greatest rate of economic 
growth— is two to four times greater than actual spending" noting that "this gap 
is particularly large for basic research, since its role as the "seed corn" of future 
innovations means that it generates the largest spillovers." 

President Obama's most recent budget is particularly strong in the area of public 
investment with attention to infrastructure, R&D, and innovation. The budget 
proposes direct investment in, among other areas, basic research, clean energy 
(the budget doubles current investment levels in clean energy R&D), 
transportation, water systems, flood, and drought resistance. These proposals are 
paid for by a tax on carbon (specifically, on oil), which has the added advantage of 
better reflecting the true social and environmental cost of fossil fuels. 

The private sector will also underinvest in national defense, social insurance 
programs like Social Security, and health care, particularly for low- and middle- 
income families who often cannot afford to maintain coverage. The facts that 
hospitals must treat the sick regardless of their coverage status, while Medicaid 
and Medicare are well-established public coverage systems for the poor and 
elderly put health care at least partially under the public goods umbrella. Given 
that reality and the actuarial benefits of pooling, the potential costs savings and 
administrative scale economies of a relatively large, public, non-profit system of 
health coverage suggest a robust role for public policy in this space (in fact, about 
half of health care spending is through public programs). 

In this regard, the Affordable Care Act has been remarkably effective. Recent data 
from the Center for Disease Control reveal that before the ACA was in effect, the 
uninsured rate was about 16 percent; in the first quarter of this year, they 
estimate that rate to be 8.6 percent, down by almost half. Figure 5 below shows 
the striking trend reversal in this variable when the ACA went into effect. 
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Uninsyred Rate Plymmeted in 
2015, Centers for Disease 
Control Data Show 
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As I will show below, health care reform is also associated with slower cost 
growth in the sector, an absolutely critical fiscal outcome. 

While investments in physical capital and R&D are obviously important and 
needed, human capital investments can be even more beneficial to both 
productivity and the economic security of American families. Here too, the 
President's budget makes necessary investments in both pre-school and college. 
While these two forms of human capital investment are at opposite ends of the 
education life-cycle, they're both active sources of stress for American families. 
Extensive, academic research has shown the lasting "bang-for-the-buck" 
regarding returns to investments in quality pre-school. And college affordability is 
a growing challenge for low- and middle-income families, as well as for 
"millennials" financing their own higher education. The President's "Preschool for 
All program ensures access to high-quality preschool; the budget also proposed 
to strengthen and expand the Pell grant program to promote greater college 
affordability. 
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Another form of human capital investment already has considerable bipartisan 
support. Expanding the Earned Income Tax Credit for low-wage workers who 
aren't raising children in the home, something both President Obama and Speaker 
Ryan have proposed, would incentivize work and potentially "help address some 
of the challenges that less-educated young people (particularly young African 
American men) face, including low and falling labor force participation rates, low 
marriage rates, and high incarceration rates." A proposal from Sen. Sherrod 
Brown and Rep. Richard Neal would help 16.2 million cashiers, cooks, retail 
salespersons, custodians, waitresses, child care workers, truck drivers, and other 
hard-working Americans. 

Fiscal constraints and opportunities 

A responsible discussion of the need for the type of investments I suggest in the 
prior section requires an analysis of our fiscal situation, issues that are clearly 
germane to this committee. 

Recent research by my colleagues at the Center on Budget and Policy Priorities 
reveals the following: 

--As Figure 6 below shows, the federal debt as a share of GDP is expected to be 
stable for the next few years, after which it is expected to rise. While policy 
makers will still need to raise revenues to meet our spending obligations in the 
long run, the figure reveals how much the projections have improved just in the 
past few years. 
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Debt-to-GDP Ratio Virtually Flat Until 2020, 
Then Rises Gradually 

Debt held by the public as a percent of gross domestic product, 1940-2046 
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-There are two main causes of this improvement: significant reductions in the 
growth of health care costs, part of which is considered to be attributable to the 
ACA, and lower projected interest rates. Together these two factors explain five- 
sixths of the improvement. 

-Figure 7 below underscores the health savings point. It shows a four percentage 
point decline in projections for public health spending as a share of GDP between 
the 2010 projections and the most recent ones. 
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Projected Costs of Major Health Programs 
Have Fallen Significantly 

2010 projection vs. 2016 projection, as a percent of gross doniesfic product 
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“Recent high-profile announcements of insurers pulling out of the health-care 
exchanges has led to criticism regarding rising premium costs for the 6 percent 
who get coverage through the "individual" (non-group) market. However, it is 
important to recognize, as in the figure above, that health costs, including 
premium expenses, have long been rising. So the question is not "will they go up," 
but "how much will they go up relative to what we'd have expected in the 
absence of the ACA?" Recent research finds that the price of health insurance in 
the exchanges remain between 12 percent and 20 percent below what CBO 
initially predicted. It is also important in this regard to remember that actual out- 
of-pocket premium costs for the vast majority in the exchanges (about 85 
percent) reflect not the sticker price, but their post-premium-subsidy price . 

--As is widely understood, our aging demographics will put pressure on retirement 
security programs over the next few decades. Social Security spending is expected 
to climb from about 5 percent of GDP to 6 percent by 2046, and Medicare, from 
about 3 to about 5 percent. These are not trivial increases, but they are far more 
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manageable than the alarmist rhetoric often heard around them makes them 
seem. Because of the health care cost savings noted above, for example, 
Congress could close all of the projected 75-year funding gap for Medicare by 
raising its payroll tax from 1.45 percent each for employers and employees to 
about 1.8 percent. Similarly, Social Security is projected to remain solvent until 
2034, when the trust funds would still be able to pay out three-fourths of 
scheduled benefits. Its long-run solvency can and should be achieved primarily 
through revenue increases, while any benefit changes should be carefully crafted 
to protect low-income elderly people and those with disabilities. 

-One area where Congress has cut spending, often through the imposition of 
caps on appropriations, has been on the discretionary side of the budget (both 
defense and non-defense programs). Given the investment agenda I recommend 
and the fact that about one-fifth of non-defense discretionary (NDD) programs 
help Americans with low and moderate incomes, underfunding NDD programs — 
which include education, job training, infrastructure, scientific and medical 
research, veterans' health care, child care, and more — is of particular concern. 
Yet this funding is projected to fall to historical lows as a share of the economy in 
coming years. 

Continued health care savings achieved by careful, granular analysis of how ACA 
reforms are squeezing out inefficiencies in the health-care delivery system and 
building on what works can help us keep the debt-to-GDP ratio on a more 
sustainable path. The President's budget cuts more than $400 billion from 
Medicare spending over the next decade as well, from reforms targeted at 
providers, insurance companies, and prescription drugs. Raising revenues through 
the types of progressive tax ideas I described in a recent analysis, which include 
closing loopholes that waste needed revenues while exacerbating after-tax 
inequality, is also essential. 

To the extent that the investment agenda I recommend above will help to boost 
productivity growth, it is also worth noting that a 0.5 percent increase in the rate 
of productivity growth is projected to lower the debt/GDP ratio by 30 percentage 
points over the next 30 years. 

These ideas signal the way forward. They stand in stark contrast to the ideas put 
forth in the recent House majority's budget. Noted budget analyst Bob Greenstein 
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found that the House budget "...would decimate large swaths of the federal 
government, shrinking spending outside Social Security, Medicare, and interest 
payments to 7 percent of GDP by 2026 — less than three-fifths of its average of 
the past 40 years and only a little more than half its average level under President 
Reagan. It features particularly severe cuts in programs to help poor families and 
others of limited means... If the policies in this budget were to become law in the 
years ahead, our nation would almost certainly become more mean-spirited and 
divided, with more poverty, inequality, and severe hardship and less 
opportunity." 

Further CBPP analysis finds that 62 percent of the spending cuts in the House 
budget come from programs that serve low- and moderate-income families, 
including Medicaid, nutritional support, and Pell grants. Such budgeting would 
not only lead tens of millions of people to lose health coverage and basic food 
support, but would also fly in the face of the positive, public investment agenda 
we very much need. 

Conclusion 

The current US economy has both many strengths and some important 
weaknesses. While macroeconomic growth is lower than in past recoveries, we 
are significantly outperforming other advanced economies and our labor market 
is moving towards full employment. That, in turn, is pushing up earnings and 
supporting relatively strong consumer spending. 

[New Census numbers are expected to show improvements in poverty rates, 
median incomes, and health coverage.] 

Where we have serious problems — ones that predated the Great Recession— is 
in slowing productivity growth and rising inequality. While economists have 
limited success in understanding what drives productivity, many of us believe that 
greater investment in public goods— from basic R&D to physical and human 
capital— would be likely to help. Either way, especially in the case of public 
infrastructure, we must invest in maintenance and upkeep, a view that should not 
be controversial in any partisan sense. My testimony highlights many good ideas 
from President Obama's latest budget in these areas, ideas I hope the 
committee's leadership will consider. 
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Our fiscal outlook has improved relative to recent projections by slowing health 
care costs and lowering expected interest rates. Regarding the former, the ACA is 
clearly helping to sharply reduce the uninsured rate. It also looks to have 
contributed to the fiscally important deceleration of health care spending. 

Finally, recent budgets by the House majority push the wrong way by failing to 
invest in the future well-being of American households and undermining needed 
investments in people, infrastructure, and basic research, even though all of those 
investments have the potential to boost productivity growth and some would 
likely reduce inequality. 
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Chairman Price. Thank you, Dr. Bernstein. 

Dr. Holtz-Eakin, you are recognized for 5 minutes. 

STATEMENT OF DOUGLAS J. HOLTZ-EAKIN 

Mr. Holtz-Eakin. Thank you Chairman Price, Ranking Member 
Ryan, and members. It is a privilege to be here today. My written 
statement makes three points at length. I will make them quickly 
and then look forward to your questions. 

Point number one is that the U.S. can and must do better on 
both the Federal fiscal outlook and the economic growth outlook, 
and they are intimately related. 

Point number two is that one part of doing better is to change 
the kind of policy mix away from temporary targeting measures as- 
sociated with stimulus to long-term structural changes to help the 
economy grow at a faster trend rate growth. 

And then number three is a list of key structural reforms that 
I think are important for the Congress to consider. 

Let me talk about each in turn. 

On the growth and budget challenges, there are many ways to 
characterize this. You have heard some already. I think on the 
growth front, the key fact is that from the end of World War II to 
2007, the U.S. economy grew fast enough on average, about 3.2 
percent, that even with population growth, total GDP per person, 
a rough measure of the standard of living, would double on average 
every 35 years. 

And so in one person’s working career, you can imagine the 
standard of living doubling, and that would be the route to what- 
ever your version of the American dream might be — sending a child 
to school, to college for the first time, or a vacation home, what- 
ever. 

At current projected rates of growth, 2 percent, combined with 
projections of population growth, that measure of the standard of 
living would double roughly every 70 to 75 years. And so the pace 
at which we achieve the American dream has cut down dramati- 
cally and is disappearing over the horizon. I think this is the pre- 
eminent policy challenge of our time. 

It is closely related, of course, to the budget challenge, because, 
as the chairman pointed out, every tenth of a percentage point of 
faster growth translates into about $300 billion in budgetary im- 
provement over the 10-year budget window. 

And we have a dire fiscal outlook, one in which, the CBO cor- 
rectly points out again and again, the debt levels are rising at 
unsustainable rates, one where, over the next 10 years, we are 
going to have the deficit rise to be $1.2 trillion in 2026, where in- 
terest will be $700 billion, over half of that deficit, where the debt- 
to-GDP ratio is going to continue to climb and be 80 percent. 

All of these things are quite troubling and something that the 
Congress should take on. And in doing so, they will have to do 
some structural reforms, and those reforms will have to start with 
the entitlement programs. 

There are really three reasons to worry about the entitlement 
programs. The first is genuinely the budget outlook. These are pro- 
grams that are growing at, say. Social Security 6 percent, or Medi- 
care a little under 6 percent, 5.9 percent, when the nominal econ- 
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omy is going to grow at something like 4 percent. So they are grow- 
ing faster than resources can permit to support them. But that is 
the green eye shades argument, and it will, I promise you, having 
made it my entire career, resonate not one bit with anyone. 

So the second reason to fix them is that these programs on their 
merits are not good programs. Our Social Security program is kept 
solvent on the books, and the trustees are permitted to issue re- 
ports, because we have promised to cut benefits 25 percent across 
the board when the trust fund exhausts in a little under two dec- 
ades. That is a horrific way to run a pension program. 

And so if you go through Social Security, Medicare, Medicaid, the 
Affordable Care Act, the large drivers of the spending increase that 
is our deficit problem, those programs all could be improved, they 
are not delivering at sensible costs the services that we have prom- 
ised. 

And the third reason is that the explosion in entitlement spend- 
ing and the associated rise in debt invites economic problems. 

If you are an investor looking at the United States and you see 
a fundamental mismatch between spending growth and revenues, 
you know one of three things is going to happen. 

One, the U.S. could do nothing, there will be a predictable fiscal 
crisis, and that is not a pro-growth policy. 

Number two, you could try, as that crisis approaches, to close 
that gap quickly by raising a trillion dollars in taxes each year, and 
that is hardly a pro-growth policy. 

Or three, you can take on the spending challenge that is the enti- 
tlement programs, and that would be a way to, in a pro-growth 
fashion, address the fiscal challenge and invite investment and ex- 
pansion in the United States. 

So this is something that is central to our success. It is also the 
way to free up the resources for national security, basic research, 
infrastructure, education, all of the things the Founders saw as the 
basic role of the Government of the United States. Those are being 
squeezed out of the budget as we speak. 

So I think that is where it starts, and it goes through a list of 
tax reforms, regulatory reforms, education reforms, trade agree- 
ments, immigration reforms, all of which could allow the economy 
to perform much better and which should be on the agenda for the 
Congress. 

So I look forward to your questions. I would be happy to elabo- 
rate on any of those. 

[The prepared statement of Douglas J. Holtz-Eakin follows:] 
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Introduction 

Chairman Price, Ranking Member Van Hollen and members of the Committee I am 
honored to have the opportunity to testify on the vital topics of the economic and 
budgetary outlook. These topics are closely interlinked; going forward better 
budgetary outcomes will require stronger economic growth and more rapid trend 
economic growth will depend, in part, on improved budget policies. 

In my testimony, I wish to make three simple points: 

• More rapid trend economic growth is the most pressing policy issue facing 
the Congress, 

• Improved economic performance will require moving away from a policy 
regime characterized by high taxes, extensive regulation and temporary, 
targeted "stimulus” toward permanent structural reforms, and 

• Structural reforms to entitlements, taxes, regulations, education, 
immigration, and trade agreements are the most promising policy mix to 
restore economic growth, generate rises in the standard of living, and lead to 
a sustainable budget outlook. 

Let me discuss these in turn. 

The Growth Challenge 

More rapid trend economic growth is the preeminent policy challenge. The nation 
has experienced a disappointing recovery from the most recent recession and 
confronts a projected future defined by weak economic growth. Left unaddressed, 
this trajectory will result in failing to bequeath to the next generation a more secure 
and more prosperous nation. 

Even more troubling than the recent past is the outlook. The Congressional Budget 
Office (CBO) projects that the long run potential for U.S. economic growth is 2.0 
percent. This rate of growth is below that needed to improve the standard of living 
at the pace fypically enjoyed in post-war America. During the early postwar period, 
from 1947 to 1969, trend economic growth rates were quite rapid. Gross Domestic 
Product (GDP) and GDP per capita grew at rates of 4.0 percent and 2.4 percent, 
respectively. Over the subsequent two and one-half decades, however, these fell to 
2.9 percent and 1.9 percent, respectively. During the years 1986 to 2007, trend 
growth in GDP recovered to 3.2 percent, while trend GDP per capita growth rose to 
2.0 percent 

These were rates quite close to the overall historic performance for the period. 
These distinct periods and trends should convey that the trend growth rate is far 
from a fixed, immutable economic law that dictates the pace of expansion, but rather 
subject to outside influences including public policy. 
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More rapid growth is not an abstract goal; faster growth is essential to the well- 
being of American families. 


Table 1 

The Importance of Trend Growth to Advancing the Standard of Living 


Trend Growth Rate Per Capita 

Years for liicoine to Double 

0.50 

139 

0.75 

93 

1.00 

70 

1.25 

56 

1.50 

47 

1.75 

40 

2.00 

35 

2.25 

31 

2.50 

28 

2.75 

26 

3.00 

23 


The trend growth rate of postwar GDP per capita (a rough measure of the standard 
of living) has been about 2.1 percent. As Table 1 indicates, at this pace of expansion 
an individual could expect the standard of living to double in 30 to 35 years. Put 
differently, during the course of one’s working career, the overall ability to support 
a family and pursue retirement wouid become twice as large. 

In contrast, the long-term growth rate of GDP in the most recent CBO projection is 
2.0 percent When combined with population growth of 1.0 percent, this implies the 
trend growth in GDP per capita will average 1.0 percent At that pace of expansion, it 
will take 70 years to double income per person. The American Dream is 
disappearing over the horizon. 

Econ o m i c G rowth and the Fedg^rgl Rndg^pt 

A second benefit of improved economic growth is budgetary. The federal 
government faces a problematic budgetary future, largely due to long-term pension, 
health, and other spending promises coupled with recent programmatic expansions. 
The core, long-term issue has been outlined in successive versions of the CBO's 
Long-Term Budget Outlook. In broad terms, the inexorable dynamics of current law 
will raise federal outlays from an historic norm of about 20 percent of GDP to 
upwards of 30 of GDP. Any attempt to keep taxes at their historical norm of about 
18 percent of GDP will generate an unmanageable federal debt spiral. 
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This depiction of the federal budgetary future and its diagnosis and prescription has 
all remained unchanged for at least a decade. Despite this, lasting action (in the right 
direction) has yet to achieve the force of law. 

In the past several years, the outlook has worsened significantly. Over the next ten 
years, according to the CBO’s latest baseline projections, the deficit will average over 
$850 billion. Ten years from now, in 2026, the deficit will be $1.2 trillion. As a 
result of the nation’s irresponsible spending binge, in 2026 debt held by the public 
will have more than doubled from its pre-financial crisis level in 2007 to over 80 
percent of GDP and will continue its upward trajectory. 

High levels of indebtedness, coupled with weak projected growth, crowd out 
productive investment and further suppress economic growth. This combination 
eventually leads to a spiral of higher interest rates, debt service payments, and 
damaging fiscal policy. Within the current budget window, interest payments make 
up more than half, meaning the existing debt portfolio is already constraining 
policymakers and jeopardizes the budget’s capacity to absorb another recession or 
geopolitical crisis. 

Despite the nation’s significant budgetary challenges, even incrementally higher 
economic growth can ameliorate the fiscal outlook by increasing taxable income and 
suppressing reliance on the social safety net. According to the CBO, a persistent 0.1 
percentage point increase in the real growth rate translates into about $300 billion 
in budget savings.^ A robust pro-growth agenda could realize multiples of this “rule 
of thumb" in deficit reduction. 

A Policy Regime for Faster Trend Growth 

It is desirable to change the style of policy to produce better growth. Economic 
growth policy is more a philosophy than a piece of legislation. It is a commitment at 
every juncture in the policy process to evaluate tradeoffs between social goals, 
environmental goals, special interest goals and economic growth - and err on the 
side of growth. The Obama Administration contemplated a health care law that 
raised $700 billion in new taxes and created two new entitlements at a time when 
the spending-swollen federal debt was already exploding. The White House also 
chose social objectives over growth. It unleashed the Environmental Protection 
Agency, choosing a green agenda over growth. It launched the National Labor 
Relations Board on a union agenda at odds with growth. 

The second flaw in recent policy approaches has been its misguided reliance on 
temporary, targeted piecemeal policymaking. Even if one believed that 
countercyclical fiscal policy ("stimulus”) could be executed precisely and had 
multiplier effects, it is time to learn by experience that this strategy is not working. 
Checks to households (the Economic Stimulus Act of 2008), the gargantuan stimulus 
bill in 2009 (American Recovery and Reinvestment Act), "cash for clunkers" (the Car 
Allowance Rebate System), tax credits for homebuyers (the Federal Housing Tax 
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Credit, the HIRE Act (consisting of a $13 billion payroll hiring credit, expensing of 
certain investments, $4.6 billion for schools and energy), the Small Business Jobs Act 
of 2010, and the state-local bailout Public Law 111-226 ($10 billion in education; 

$16 billion in Medicaid) have all failed to generate adequate growth. 

As the policy regime of macroeconomic fiscal (and monetary) fine-tuning backfired 
in the 1960s and 1970s, leaving behind high inflation and chronically elevated 
unemplo 3 mient, it is working no better in the 21®^ century. Instead, there should be 
a commitment to raising the long-term growth rate of the economy through 
permanent reforms. 

This Committee can contribute greatly to moving toward a better, long-term 
oriented set of policies. The founders recognized that the government had 
important roles in national security, basic research, education, and infrastructure. 
Congress should reflect these principles in their budgets. As it turns out, however, 
these areas are funded in the annual appropriations bills - precisely the area of the 
budget that was the focus of caps in the Bu dget Control Ac t Growth-oriented 
policymakers should reject mechanistic budgeting like caps in favor of funding core 
roles of government contingent on quality analysis and outcomes. 

In defense, budgets should reflect the capabilities needed to address the threats 
identified in the Quadrennial Defense Review - not simply a desire to spend more 
without justification. Similarly, infrastructure projects should receive funding only if 
a rig orou s an alysis shows they improve economic outcomes. Education dollars 
should reward actual achievement and progress, while health dollars should be 
contingent on quality outcomes. And most importantly, poverty programs must be 
re-oriented away from a focus on making sure enough money gets to the poor and 
towards the rea l solut io n to pov erty: economic self-sufficiency. 

The key issue is that it is a budget strategy focused on annual funding of programs 
consistent with our founding principles and focused on quality outcomes. 

Of course, something has to give and the obvious candidates are the large, and ever- 
growing, entitlement programs. Reforming entitlement programs turns out to be the 
right thing to do for reasons beyond budget math. The U.S. economy is characterized 
by big federal debt - now 75 percent of GDP and rising unsustainably - and poor 
growth. A lesson of other countries faced with this unpleasant economic cocktail is 
that the route to better economic performance is to keep taxes low and cut spending 
to deal with the budget imbalance. But not all spending is created equal. Instead, it is 
better to cut transfer programs and preserve core functions of government. The 
historical lesson dovetails perfectly with a pro-growth budget strategy. 

Importantly, the large entitlement programs need reform in their own right. Social 
Security is a good example. The "plan" - the law of the land - will cut across the 
board the retirement checks of those in retirement by 21 percent in two decades. 
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That is a disgraceful way to run a pension system. It is possible to reform Social 
Security to be less costly overall and financially sustainable over the long term. 

Similar insights apply to Medicare and Medicaid, the key health safety nets for the 
elderly and poor. These programs have relentless appetites for taxpayer dollars yet 
do not consistently deliver quality outcomes. Reforms can address their open-ended 
draws on the federal treasury and improve their functioning at the same time. 

The growth-oriented fiscal strategy will re-orient spending priorities away from 
dysfunctional autopilot spending programs and toward core functions of 
government. It will focus less on the dollars going into programs and more on the 
quality of the outcomes of those programs. It will do so because it is the principled 
approach; because it coincides with the best strategy to deal with the debt and 
growth dilemmas; and because it will force a restructuring of the entitlement 
programs to generate a quality social safety net. 

Structural Reforms to Enhance Trend Growth 

Entitlemen t Reform and a Susta inable Deb t Trajectory 

The policy problem facing the United States is that spending rises above any 
reasonable metric of taxation for the indefinite future. Period. There is a mini- 
industry devoted to producing alternative numerical estimates of this mismatch, but 
the diagnosis of the basic problem is not complicated. The diagnosis leads as well to 
the prescription for action. Over the long-term, the budget problem is primarily a 
spending problem and correcting it requires reductions in the growth of large 
mandatory spending programs — entitlements Social Security and federal health 
programs. 

At present. Social Security is running a modest cash-flow deficit, increasing the 
overall shortfall. There are even larger deficits and future growth in outlays 
associated with Medicare, Medicaid, and the Patient Protection and Affordable Care 
Act (ACA). These share the demographic pressures that drive Social Security, but 
include the inexorable increase in health care spending per person in the United 
States. 

For this reason, an immediate reform and improvement in the outlook for 
entitlement spending would send a valuable signal to credit markets and improve 
the economic outlook. The spending future outlined above represents a direct 
impediment to job creation and growth. The United States is courting further 
downgrade as a sovereign borrower and a the ensuing increase in borrowing costs it 
would generate. Any sharp rise in interest rates would have dramatically negative 
economic impacts; even worse an actual liquidity panic would replicate (or result in 
an experience worse than) the experience of the fall of 2008. 
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Alternatively, businesses, entrepreneurs and investors perceive the future deficits 
as an implicit promise of higher taxes, higher interest rates, or both. For any 
employer contemplating locating in the United States or expanding existing facilities 
and payrolls, rudimentary business planning reveals this to be an extremely 
unpalatable environment. 

In short, entitlement reform is a pro-growth policy move at this juncture. As 
summarized by an American Action Forum paper, research indicates that the best 
strategy to both grow and eliminate deficits is to keep taxes low and reduce public 
employee costs and transfer payments.^ 

The Role of Infrastructure in Faster Trend Growth 


Among the most common policy proposals are those that increase federal outlays on 
"infrastructure" (defined in a variety of ways), with the assertion that it will 
generate more rapid economic growth. This would be true if infrastructure 
spending had a long-term impact on productivity. Over the long-term, higher 
productivity — the ability to generate more output and income from each dollar of 
capital or hour of work — is the key to higher labor earnings and improved 
standards of living. Because higher productivity is so central to economic growth, it 
must be an explicit concern - rather than a presumed outcome - when 
contemplating increased infrastructure spending. The notion that investing in 
infrastructure will generate productivity has an intuitive appeal; imagine an 
economy with trucks but no roads, or trains and no tracks. Moreover, there are 
countless testimonials across the country asserting that a new road, or airport, or 
other project generated a boom in economic activity. 

High-productivity infrastructure investments can generate improvements in 
economic well being by increasing connectivity or reducing congestion or providing 
a necessary productive input. If so, this is a critical dimension of improving long- 
term employment, allowing labor to enhance its productivity at lower cost and 
encouraging private capital investments in structures, equipment, and technologies 
to reap higher returns from American industry. 

But there are reasons to be cautious as well. First, the test for a high-productivity 
public investment is that it should generate a rate of return to society that exceeds 
the market return in the private sector. The resources for any public investment are 
ultimately drawn from the private sector through taxes and fees, or in some cases by 
borrowing from the private sector. In each case, the dollars used to make these 
investments constitute foregone opportunities to make other market investments. 

To meet a productivity test, federal investments should have a greater impact in 
terms of raising future standards of living than other uses of funds as measured by 
the return on other market investments. Thus, to ensure the best use of taxpayer 
dollars, government must channel funding to the projects that offer the highest 
returns to society. 
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That means choosing programs that do the most to enhance long-term productivity. 
A second concern is that politics interfere with making sure that the right projects 
are chosen. Not every road, high-speed rail, or water project can meet the test. Will 
public policy actually consist of a portfolio of well-selected and thoughtfully 
targeted investments that may make a substantial contribution to aggregate 
economic productivity? 

A third issue is that any shift in resources creates losers as well as winners. A dollar 
spent on any project means a dollar less to spend on another project In an 
environment of finite resources, funding infrastructure projects will generate some 
productivity, but at the expense of jobs that could have been created in other sectors 
had the money been used differently. This is why reform to direct government 
spending to the most productive investments is so crucial. Even if infrastructure 
always raises productivity, its net effect on the economy as a whole — taking into 
account the benefits that will be foregone as a result of reduced public spending in 
other areas of the economy — will be positive only if government investments are 
rigorously selected to meet productivity criteria. 

Shifts of investment and employment occur not just across industries and sectors, 
but also across counties and states. Even a sub-optimal investment is likely to be 
able to show some positive output impacts, especially in the short-term, from the 
perspective of the winning state or city. But from a national perspective and over 
time these gains could be — and often are — outweighed by tosses elsewhere. Federal 
infrastructure policy should guide federal dollars so as to produce a net gain for the 
economy as a whole, rather than for one area or region in the short-term. 

The construction of the Interstate Highway network, for example, created jobs near 
interstate interchanges as new and existing businesses were drawn to locations 
where they could take maximum advantage of the accessibility afforded by the new 
highway system. Towns that were bypassed by the Interstates, however, lost jobs as 
some of their businesses moved to these new locations and as other businesses that 
stayed "died on the vine" because they could no longer compete. Nevertheless, the 
federal investment creating the interstate highway network was justified because 
overall gains exceeded overall losses. 

Evidence 

The histogram below, reproduced from Bom and Ligthart [2014] summarizes 578 
estimates from 68 studies that cover various time periods, nations or states, levels 
of government (municipal, state, federal), and types of public capital. 
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Figure 1 



The histogram shows the distribution of what the researchers call "0", the 
percentage increase in output for a comparable percentage rise in infrastructure. As 
one can see by inspecting the figure, there are large positive (over 2.0) and large 
negative (below -1.5) examples in the literature. However, the bulk of the estimates 
cluster closely around zero. The overall shape of the distribution does suggest a 
greater chance of positive impacts than negative ones, so a consensus estimate of 
the elasticity might be slightly above zero. 

What does this mean? Government general capital is roughly $10 trillion, according 
to the Bureau of Economic Analysis of the Department of Commerce, so $100 billion 
for additional infrastructure spending is roughly a (100/10000 =) 1.0 percent 
increase. Using a productivity elasticity of, say, 0.03, that suggests that the level of 
productivity and output eventually rises by 0.03 percent. Since GDP is roughly $18 
trillion, then $100 billion in extra infrastructure spending generates $5.4 billion in 
extra output per year, which is hardly a productivity boom. 


Tax Reform 

The U.S. tax code is broadly viewed as broken and in need of repair, and for good 
reason - it hasn’t been overhauled in 30 years. Whereas this administration would 
instead make the tax system worse - adding higher rates and new taxes, including 
on the middle class - the Committee should support a fundamental overhaul of the 
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nation's tax system.^ A sound reform of the U.S. tax code is an essential element of 
any pro-growth strategy, and could substantially increase trend economic growth, 
boosting the economy and tax revenue^ 

Fundamental modernization and simplification of the tax system has been an 
elusive dream for Congresses and administrations over the past 30 years, and a 
wholesale reform of the code is invariably difficult during an election. 

The last time the United States undertook a fundamental tax reform was with the 
Tax Reform Act of 1986 (TRA). If history is any guide, a 1986 style reform offers 
faster economic growth. This is borne out by retrospective analysis of the TRA that 
found that the 1986 tax reform produced about one percentage point higher growth 
over a long period. Further studies have shown that the negative relationship with 
higher marginal rates and taxable income, hours worked, and overall economic 
growth.5 

A more robust reform along the lines proposed by the recent task force proposal 
offers even greater growth benefits. Highly respected economists David Altig, Alan 
Auerbach, Laurence Kotlikoff, Kent A. Smetters, and Jan Walliser, simulated multiple 
tax reforms and found GDP could increase by as much as 9.4 percent from tax 
reform.® The highest growth rate was associated with a consumption-based tax 
system that avoided double-taxing the return to saving and investment. The study 
also simulated a "clean,” revenue-neutral income tax that would eliminate all 
deductions, loopholes, etc.; and lower the rate to a single low rate. According to their 
study, this reform raised GDP by 4.4 percent over ten years — a growth effect that 
roughly translate into about .4 percent higher trend growth, resulting in faster 
employment and income growth. 

Regulatory Reform 

Another important step is a new approach to regulation. The recent rapid increase 
in burdensome regulations comes at a considerable cost to American businesses, 
consumers, workers, and the economy in general. Over the last decade the federal 
government imposed over $962 billion in compliance costs and an estimated 698 
million net paperwork burden hours on American businesses and individuals.^ 

These are not just abstract cost but take a real toll on employment, just $1 billion in 
new regulation burden is associated with a 3.6 percent decline in industry 
employment.® The cumulative effect of regulation is significant and that 
policymakers should take existing regulatory burdens into account when writing 
new rules. A comprehensive re-evaluation of existing regulations, starting with the 
most burdensome, duplicative, and costly, should be undertaken to limit the 


Immigration reform 

Immigration reform can raise population growth, labor force growth, and thus 
growth in GDP. in addition, immigrants inject entrepreneurialism in the U.S. 
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economy.’’ New entrepreneurial vigor embodied In new capital and consumer goods 
promises a higher standard of living. 

Without this policy effort, low U.S. birth rates will result in a decline in the 
population and overall economy. A serious, economically-based immigration reform 
would raise the pace of economic growth substantially, raise GDP per capita, and 
reduce the cumulative federal deficit. 


Education reform 


Education in America is in crisis. Of 100 children born in 1983 who started 
kindergarten together in 1988, 30 of them would not have graduated on time in 
2001. Of the 70 who would have graduated, 50 would start college, and just 28 of 
those 100 kindergartners would have a college degree by spring 2007. But it gets 
worse. 

Our nation continues to report significant achievement gaps between students 
based on race and socioeconomic factors. On average, students of color have a much 
lower, 67 percent likelihood of graduating. Of those students of color who do 
graduate, they typically exit high school with the functional equivalent of an 8th or 
9th grade education. Despite more than $16 billion annually in targeted federal aid, 
our poor neighborhoods usually lack fundamental resources such as great 
teachers. This feeds an embarrassingly persistent and worsening gap between our 
students' performance and that of students in the rest of the industrialized world. 
The Organisation for Economic Co-operation and Development (OECD) found that in 
2006, America ranked 25th out of 30 industrialized countries in math and 24th in 
science. 

In the past, only parents with enough money could choose a school outside their 
government assignment - and money can still buy escape. However, around the 
"assigned sector" of public education, there is a whole other world slowly emerging. 
Increasingly, there are more choices in the public sector that families can access, 
among them public charter schools and access to private schools with scholarship or 
tax credit support. 

The tragedy is that the government near-monopoly has prevented these new 
choices from being fully implemented; from throwing open doors to the students 
that need them most. While thousand of parents have accessed choice programs 
immediately as they become available, thousands more sit on waiting lists while 
their children and their hopes languish. Better options driven by parental choice can 
expand as quickly as we can provide them the students and the resources to do so. 


Trade Agreements 



251 


Trade is an important driver of productivity and economic growth in the U.S. and 
globally. Trade creates jobs, increases GDP, and opens markets to American 
producers and consumers. The U.S. is the world’s largest participant in global 
trade— with $1.5 trillion in exports of goods and services and imports of over $2 
trillion — and has established free trade agreements with 20 countries.*® The U.S. is 
the largest exporter of services in the world.** Trade supports over 11 million jobs 
in the U.S.i^ and U.S. exports comprise a full 13 percent of U.S. GDP.*^ 

These numbers are significant, and pursuing a robust trade agenda in 2016 offers 
the opportunity for improved economic growth. The Trans-Pacific Partnership 
(TPP), finalized in 2015, is on balance a pro-growth trade agreement. Two other 
trade agreements, the Transatlantic Trade and Investment Partnership (TTIP) and 
Trade in Services Agreement (TiSA), are currently being negotiated and offer 
opportunities for expanding global markets. TTIP would fully open EU markets, 
boost GDP by $125 billion, and create more than 740,000 U.S. jobs.*** TiSA, the first 
trade agreement in services since 1995, could bind together 70 percent of the 
world’s $55 trillion services market. *s If effectively negotiated, these agreements 
offer significant economic potential. 

Conclusion 

More rapid trend economic growth is the most pressing federal policy issue. 
Fortunately, the roots of subpar growth are found in subpar growth policies. 
Changing the policy strategy to focus on permanent structural reforms to 
entitlement, tax, regulatory, immigration, education and trade polices holds the 
promise of improving the economic outlook for this generation and those that 
follow. 
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Chairman Price. I thank all three of you for your opening state- 
ments. And I think that the prepared remarks that you had are 
very enlightening in many, many ways, and we appreciate that. 

We will start questioning with Mr. Rokita. You are recognized for 
5 minutes. 

Mr. Rokita. I thank the gentlemen for their testimony. Good 
morning. 

Dr. Holtz-Eakin, starting with you. Picking up where you left off, 
it seems like you have the right recipe there. Let’s reform these 
programs. Let’s get spending under control. Let’s drive the debt 
down. Let’s continue pro-growth policies of getting regulations 
under control, as Dr. Cochrane mentioned, and reforming our Tax 
Code, et cetera, et cetera. 

Mr. Ryan, my good friend, the ranking member today, com- 
plained, though, that Europe committed the crime of austerity. 
How is what you are saying different from austerity? 

Mr. Holtz-Eakin. So I think you want to recognize that 

Mr. Rokita. “Crime” is in quotes, by the way. 

Mr. Holtz-Eakin. Yes. Looking forward, the key issue is not re- 
covery from a recession. The bulk of that has been accomplished — 
at a slow pace, but it has happened. The key issue going forward 
is what can raise the trend long-term rate of economic growth. And 
that is not a matter of stimulus or austerity, that is a matter of 
what will enhance productivity, what will enhance the rate of labor 
force participation, and the kind of components that go into GDP 
growth. Those are issues associated with structural reforms, as I 
said, to have better incentives, whether they are in our social safe- 
ty net or in our Tax Code. 

Mr. Rokita. Thank you. 

And setting up for my next question, could you, please, just for 
the record, give us and folks watching at home, millions of readers 
who will be reading the transcript of this hearing, what is the defi- 
nition, what is the difference between public debt and total debt? 

Mr. Holtz-Eakin. There is debt in the hands of the public, and 
then there is total debt, which includes, debt in, for example, the 
Social Security trust fund within the government. And the total 
debt is larger as a result. 

Mr. Rokita. Right. So then the question is, since the projected 
rise from an already elevated 76 percent of public debt to GDP will 
become more than 85 percent in 2026, twice the average level of 
the past 50 years, which was only 39 percent, and considering that 
CBO’s long-term projections show the public debt level would jump 
to 141 percent in 2046 under current law, the highest debt we have 
ever had, what would be the impact on the economy and the aver- 
age American family if this fiscal future became a reality, realizing 
that the 141 percent is still not even the total debt? 

Mr. Holtz-Eakin. There is a large literature that, regardless of 
which way you measure the debt, demonstrates that if you have a 
high debt-to-GDP ratio you pay a growth penalty. And the U.S. is 
now in the range — there is a fight about what the range is, obvi- 
ously — but it is now in the range of paying that growth penalty, 
and we have slow growth. 

So every American family is getting less in the way of income in- 
creases, has had a harder time finding a job because of slower eco- 
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nomic growth. That is a very tangible loss in economic opportunity, 
and that is what I alluded to in my opening remarks, the pace at 
which you see the standard of living rise. That is the price. It will 
get worse as the debt gets higher. 

Mr. Rokita. Turning to you. Dr. Cochrane, regarding the slow 
growth, we are estimated to have 1 percent growth this year, the 
last several years have been 2 percent growth, the average growth 
for this mature economy is, prerecession, is 3 percent. What do you 
think is weighing on the economy? You mentioned regulations. You 
mentioned tax reform. You want to go in any more detail, or is 
there something else? 

Mr. Cochrane. Well, I did want do want to emphasize what 
Doug just said, which is we are in a very slow-growth moment, and 
this seems to be emerging as the new normal. What counts here 
is not a little year or 2 stimulus or whatever, but it is the new nor- 
mal of 2 percent rather than 3.5 percent, which compounds forever. 
Growth comes from productivity, and productivity, unfortunately, 
mostly comes from new ideas, new companies, new ways of doing 
things, not just government investment. 

So ask businesses why things are slowing down. Well, they can’t 
get the permits anymore. 

Mr. Rokita. Right. So it is just regulations? 

Mr. Cochrane. No. We have sand in the gears of the economy 
all over the place, regulation, law, taxes. Look for lots of places 
where, unfortunately, the government is getting in the way of this 
unpleasant process. Remember, when somebody invents a new 
idea, has a new company, puts the old guys out of business, it is 
unpleasant. That is why they come to Washington asking for pro- 
tection. But it slows down the process of growth. 

Mr. Rokita. So we shouldn’t settle for 2 percent, 3 percent 
growth, even though this is, like I said, a mature economy. We are 
not a new republic anymore, we shouldn’t expect 10 percent growth 
a year, anything like that. What should be our goal? 

Mr. Cochrane. I think we can do much, much better. A precise 
number is hard to come by. But if you look across the world, notice, 
for example, the World Bank’s ease of doing business index is cor- 
related with astonishingly large levels in the difference of people’s 
welfare. So unless you think this country is perfect, making the 
ease of doing business here could have similarly large effects. 

Chairman Price. The gentleman’s time has expired. 

Mr. Pascrell, you are recognized for 5 minutes. 

Mr. Pascrell. Thank you, Mr. Chairman. 

Mr. Chairman, you have really assembled three great testi- 
monies today. We have three great economists. I trust each one of 
them. I may not agree with them, but that is immaterial. I say that 
with a full heart. 

So Mr. Bernstein referred to the U.S. Census report yesterday. 
I think that is important, significant stuff, because, Mr. Chairman, 
if we are ever going to come to a resolution of any of these prob- 
lems, we have to look at the pluses and minuses. Sometimes I lis- 
ten to you folks on the other side of the aisle, and then we are 
ready to throw in the towel. And I know you are not a throw-in- 
the-towel guy. But in order for us to get resolution, we have to 
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come to an agreement, we have to come to a resolution. Would you 
agree? Very good. 

So I reject the doom and gloom. There is no denying America is 
getting stronger economically. The budget projections reflect that 
as we see more revenue from individual taxes, as working Ameri- 
cans make more money. 

But what you don’t see going up are revenues from anywhere 
else. They are flat and they are declining. Corporate income tax 
revenues in 1952 accounted for 33 percent of all revenue. In 1986, 
it was down to 23 percent, Mr. Chairman. Today, it is 11 percent. 

Now, that is a, to me — I will stand corrected — a huge shift on 
where we get our revenue in order to run the government. Despite 
U.S.-based corporations seeing record profits, they are contributing 
very little to the Federal revenue, when you look at those numbers. 
I didn’t make them up. 

Tax reform in 1986 also made it more appealing for our busi- 
nesses to structure themselves as pass-through companies. You 
have written, you have talked about this, I know, a few of you on 
the panel. You pay lower than individual tax rates. 

[Chart] 

Mr. Pascrell. Now, I am going to put a chart up here. You tell 
me. And this is revised every year. It is my favorite, favorite, favor- 
ite chart of all time. This chart shows what contributes to our def- 
icit. It destroys the myths that we hear many times in this very 
room. 

So what is the major part of our problem since we, as Democrats 
and Republicans, have reduced the deficit in the past few years? 
And look at this chart. The situation from the tax cuts of 2001 and 
2003 are going to be contributing proportionately a greater portion 
of the problem that exists with the deficit that we have in this 
country. You cannot deny where our budget and where our policy 
priorities are. 

I think that this is a very revealing chart. I don’t put charts up 
much when I speak, but I think this is a very revealing chart of 
where we are heading that highlights the need for comprehensive 
tax reform and modernizes our Tax Code and catches income 
earned by U.S. -based companies in a way that is fair and puts us 
on a path to fiscal sustainability. And I think that is the key word. 
Each of you mentioned it in manner, shape, or form. 

We can modify the funding stream for Social Security, as an ex- 
ample. I would agree. We have to address it. I mean, we can hide 
it. We can hide under the desk. When you are a mayor of a town, 
you don’t hide under the desk, they will come and get you. And we 
do that in Congress, we hide under the desk. 

I support the Social Security 2100 Act. I ask you all to look at 
it, tell me where it is wrong, where it is right. John Larson, many 
people are cosponsoring it. It would reinstitute the employment tax 
for Social Security at incomes above $400,000 to shore up the trust 
fund. Representatives Sanchez and Honda and Pocan are leading 
another bill to phase out the cap on taxing income above $118,000. 

As income inequality grows, the rich pull away from everyone 
else in terms of income. It no longer makes sense to cap the Social 
Security. 
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And in conclusion, simply say this. When you examine what we 
taxed 30 years ago, 40 years ago, and to see the shift to attacking 
personal income and taxing personal income, we have to work on 
this. To me, I believe we are going in the wrong direction on this. 

Chairman Price. The gentleman’s time has expired. 

Mr. Pascrell. Thank you, Mr. Chairman, for your courtesy. 

Chairman Price. Thank you, sir. 

Mr. Renacci, you are recognized for 5 minutes. 

Mr. Renacci. Thank you, Mr. Chairman, and thank you for hold- 
ing this important hearing to remind us of the consequences of an 
unsustainable fiscal path. 

As the father of three, I believe that we are responsible to leave 
our children and grandchildren with a country that is financially 
stronger than the country we inherited. Unfortunately, though, 
Washington too often chooses to kick the can down the road and 
not address the challenges we face. 

Absent serious reforms, these challenges aren’t going away. How- 
ever, I am very concerned that many here in Congress still don’t 
understand the seriousness of this problem. 

Dr. Cochrane, your testimony discussed the dangers of this 
mindset. You said: “Debt crises, like all other crises that really 
threaten an economy and society, do not come with decades of 
warning. Do not expect slowly rising interest rates to canary the 
coal mine. Even Greece could borrow at remarkably low rates. 
Until, one day, it couldn’t, with catastrophic results. 

“The fear for the U.S. is similar. We will have long years of low 
rates. Until, some day, it is discovered that some books are cooked 
and somebody owes a lot of money that they can’t pay back, and 
people start to question debts everywhere.” 

Mr. Cochrane, you also stated: “Debt crises are like earthquakes. 
It is always quiet. People laugh at you for worrying. Buying insur- 
ance seems a waste of money. Until it isn’t.” 

I agree that we need to tackle problems now before the debt 
earthquake hits. But before tackling the problem. Members of Con- 
gress must really start fully understanding it. 

That is one of the reasons why I introduced a piece of legislation, 
a Bipartisan Working Group, entitled the Fiscal State of the Na- 
tion, to provide Members of Congress and the American people an 
annual update on the long-term financial health of the country. 
Our Nation’s finances are one of the most important pieces of infor- 
mation that lawmakers should consider when setting policy agen- 
das for each Congress, but too often I believe that many here in 
Washington are willfully blind to the subject. 

I was a businessman for 28 years. I can tell you that every year, 
along with every month, I looked at balance sheets and income 
statements to determine what policies we were going to move for- 
ward with, and those became one of the most important reasons 
that we made decisions we make. We don’t do enough of that. 

The Fiscal State of the Nation resolution is simple. It just re- 
quires the Comptroller General of the United States to present the 
financial report of the United States to a joint session of Congress 
on an annual basis. It allows lawmakers and the American public 
to receive the information in an accurate and timely manner within 
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45 days of when our country’s audited financial statements are 
issued. Many members on the panel are already cosponsors. 

Dr. Cochrane, you note in your testimony that every year the 
Congressional Budget Office declares our long-term promises are 
unsustainable. I hear it all the time as well. Yet, Congress con- 
tinues to just kick the can down the road. 

Do you agree that a Fiscal State of the Nation would better help 
all Members of Congress to understand the pressing financial 
issues facing our country? 

Mr. Cochrane. You are asking me to comment on a bill I haven’t 
read. The general idea, from what you have described, sounds very 
useful, in particular because a lot of the accounting for the U.S.’s 
fiscal situation is quite murky, even by private sector standards. 

In addition to what is written down, we have our promises of So- 
cial Security and Medicare, which are many times the actual na- 
tional debt. We have implicit guarantees that we are going to stand 
behind a bunch of loans and credits and bail people out that pose 
a danger to the fiscal stance of the United States. 

So, yes, being clearer about the numbers might help a lot. Unfor- 
tunately, like wars, an army seems like a very expensive thing 
until suddenly you need it, and the same is true of debt. Our inter- 
est rates are very low right now, so it is hard to marshal a cam- 
paign that we have to worry about interest rates rising. Well, like 
wars, keep that powder dry, because you may need it some day. 

Mr. Renacci. Sure. It is interesting, you used the word “murky.” 
I have been here 5 V 2 years. I have tried to understand the 700, 800 
pages of financial information presented. I have tried to get it sim- 
plified to a simple balance sheet so people could understand it. 
That has been a difficult charge after 5 V 2 years. It is one of the 
reasons why I just want somebody to come and explain it all to 
Members of Congress, because I do think it is an important place. 

You also said the rising interest rates on our debts would be less 
likely the canary in the coal mine but rather more like a looming 
earthquake. Can you explain that? 

Mr. Cochrane. Yeah. There is a picture that large debt sort of 
slowly, inexorably drives up interest rates and you can see what is 
happening. That is a possibility. But I think the larger danger is, 
one, the U.S. borrows relatively short term, we roll over our debts 
about every 2 years. 

So we are sort of like a household that has taken the floating 
rate mortgage, and then if interest rates go up, all of a sudden our 
payments double and our income hasn’t changed. And typically, 
that is going to happen at a moment when the U.S. also has to bor- 
row a lot of money to fight a recession, fight a war, bail out of a 
bunch of banks, and whatever we want to do. 

So we are in that situation that the rising interest rates could 
make the deficit much less sustainable than it already is. That is 
the key of what happened in Europe in many ways. You are fine 
with low interest rates. If interest rates go up, you can’t afford any- 
thing. So you are very vulnerable to a sharp rise in rates. 

Chairman Price. The gentleman’s time has expired. 

Mr. Renacci. Thank you, Mr. Chairman. 

Chairman Price. Mr. Ryan, you are recognized for 10 minutes. 

Mr. Ryan. Thank you, Mr. Chairman. 
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Dr. Bernstein, you talked a little bit about research, water qual- 
ity, transportation. Can you explain to us, in a very elementary 
way, why you believe that those investments will lead to growth? 
Because that is the big rub here. We have tax cuts. And I think 
Mr. Pascrell showed it. I talked about it a little bit. We saw the 
Bush tax cuts, two rounds of them, we saw deregulation, and we 
didn’t grow jobs. 

You are saying make these investments, that is a better ap- 
proach. Can you tell us why? 

Mr. Bernstein. Yeah. Thank you for the question. 

There are well-established needs and uses for what economists 
call public goods in an economy like ours, and these are invest- 
ments that the private sector, left onto itself, won’t make optimally 
deep enough investments. 

Now, when it comes to investing in private production, no ques- 
tion that is by definition a private sector function. But when it 
comes to education, for example, or basic research, basic R&D, 
which I should note is at historically low levels in terms of Federal 
expenditures, or when it comes to safety net programs or the kind 
of countercyclical programs that you articulated in your opening 
statement, there is no private firm that will provide them. And ex- 
tensive work has shown that these are complementary investments 
to private sector productivity growth. 

And to make it very simple, the private sector is going to do lots 
of applied research. They won’t do basic research. The private sec- 
tor is going to invest in private plants. They are not going to build 
roads and bridges. The private sector will invest in some worker 
training, but a suboptimal amount, and they certainly won’t invest 
in public education to the extent that we need it. 

So if Congress does not appropriate the dollars for adequate in- 
vestments in public goods, that will show up as slower productivity 
growth. 

Now, we have two things going on: suboptimal investments in 
public goods and slower productivity growth. I am not saying by 
any means that is the only reason. Economists actually are hard 
pressed to explain these changes in productivity growth. But I am 
convinced it is an important one. 

Mr. Ryan. So when we talk about basic research, why does the 
public need to do that? Why doesn’t the private sector, we will cut 
taxes, and let them go do basic research? 

Mr. Bernstein. That it is a good question. The reason the pri- 
vate sector suboptimally invests in all of the things I mentioned — 
I will get to your basic research point — is because there is no way 
for them to either make the scale of the investment needed or to 
claim the kind of returns on those investments with any certainty 
that they can be assured of 

So the Internet. The Internet was a project that began in govern- 
ment, in the Defense Department, specifically. There is no private 
sector firm that could have on their own funded that kind of seed 
research. Now, once it takes off, the private sector joins in. But I 
think it is a pretty classical example of an investment that has ul- 
timately been very important to our economy and our growth. 

Mr. Ryan. Dr. Holtz-Eakin, do you agree with that on the basic 
research side, that the government has some role in doing these 
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kind of things that the private sector can’t do, they just don’t have 
enough money to do it on their own? 

Mr. Holtz-Eakin. Yes. I think, qualitatively, Jared has summa- 
rized the economic argument in favor of the provision of public 
goods exactly right. My only caution would be to harness your ex- 
pectations appropriately for the kinds of rates of return and actual 
impacts on economic growth that you will get. 

If you were, for example, to fix the roads between my home and 
my workplace, something I really would like to see the District of 
Columbia think about, I would be able to leave later and get to 
work on time, and I could leave work and get home earlier, and my 
life would be quite good. But my measured productivity, what I do 
at the office, wouldn’t change a bit. You wouldn’t see any impacts 
in economic growth. 

And in my written research, I have a long summary of the re- 
search on the productivity effects of public infrastructure. It is usu- 
ally touted as something we can just do real quick and we will get 
these great returns. I would urge you to think it won’t happen 
quickly and you won’t get great returns. You will have to pick 
projects sensibly, not through the typical political process, and you 
will have to target them effectively at the Federal level. 

Because the really big returns that you find in a lot of public in- 
frastructure comes when Connecticut steals firms from Massachu- 
setts or vice versa. That doesn’t help the Nation as a whole. And 
so national productivity growth through this route, the impacts are 
going to be very small. 

Mr. Ryan. Well, I think of, like, the space race, right? I think of 
NASA in the early days. I can’t even fathom a President today say- 
ing, “Hey, let’s go to the moon and spend a bunch of money,” what 
would happen politically, no matter how good looking you are, how 
pretty your wife is, and how much money you have. I just don’t 
think it would fly today. But if you look at the economic impact of 
NASA and the spinout of technologies and companies and quality 
of life and all the rest, that seems to me like a pretty worthwhile 
investment. 

And I would say even the example that you used, from your 
house to your work. I mean, if you have terrible roads, your car 
breaks down, you are not showing up to work, you have to go get 
it fixed, it is money out of your pocket that you could have put 
somewhere else and spent in the economy, on and on and on, I 
think there is an argument to be made these are very important 
investments. And it is not just about you, it is the about the multi- 
plier effect, and you are basically subsidizing businesses in a lot of 
ways too, right? 

Mr. Holtz-Eakin. So three things, probably in reverse order. 
Number one, ignore multiplier effects. Those common, if at all, only 
when you are recovering from recession. And this is about long- 
term trend growth, not about business type of fluctuations. 

Number two, yes, there are lots of things that we do in the public 
sector that make the quality of life better, and that is important, 
but they don’t show up as GDP growth. And if you want to make 
the argument you want to go from 2 percent to 3 percent or 3.5, 
this isn’t the route to doing that. 
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Mr. Ryan. How can you say that? Mr. Bernstein’s example of the 
Internet, which was billions of dollars, how can you make the argu- 
ment that that does not have long-term growth effects on the 
broader economy? 

Mr. Holtz-Eakin. Looking back and picking the big successes 
isn’t what we are going to do going forward. We are going to fund 
lots of things, including failures. And the average rate of return is 
not going to look like the Internet or NASA. It is going to look like 
those plus a lot of failures, at best. So you have to be realistic 
about what you will get out of this. And I think that is the key. 

And, remember, at every point when you do this, you are taking 
money from the private sector, and it has genuine investment op- 
portunities with rates of return, and the things you get out of pub- 
lic infrastructure should have at least that good a rate of return, 
if not better, to make it worthwhile. Otherwise, you are actually 
subtracting. Even if you get a positive rate of return, it has to be 
positive enough to make it worthwhile to take the money from the 
private sector. That is the key test. 

Mr. Ryan. Mr. Bernstein, your response? 

Mr. Bernstein. So a number of responses. I mean, first of all, 
I agree with a lot of what Doug said, particularly about expecta- 
tions and investing cautiously. Certainly, no one would challenge 
the statement that government investments can be — or no one 
should challenge that government investments can be productivity 
enhancing or they can be wasteful. We want to do more of the 
former and less of the latter. 

However, there is some really low-hanging fruit. For example, 
the transportation example is a good one, because while quality of 
life isn’t the same as GDP, if you apply that to moving goods 
through the supply chain, that really does have a productivity ef- 
fect. It really does matter if trucks sit on the expressway, not get- 
ting their goods to market. It really does matter if our ports are 
not as functional as they could be. 

But, secondly, here is the thing I want to talk about. Preschool, 
quality preschool education, has been shown to have a particularly 
large bang for the buck in terms of much later, by the way — obvi- 
ously, you are not going to help a 4-year-old today and see produc- 
tivity results tomorrow. But we are, I think all of us, talking about 
the importance of long-term investments. 

There is no question in my mind, I believe this is a bipartisan 
consensus, at least among researchers, that that kind of invest- 
ment will be undermade, particularly by low-income families who 
can’t afford the quality kinds of preschool education that they need. 

That is a great example of not only low-hanging fruit, but in con- 
trast to Doug’s taking from the private sector. The private sector 
will underinvest in quality preschool, particularly with low-income 
families who don’t have the kinds of deep pockets needed for that. 

Mr. Ryan. I have a question for you. 

Are we going to do another round of questions, you think? 

So I have a question. Dr. Cochrane. You talked about new inno- 
vations, new ideas, new efficiencies. We have so many people — and 
I represent Ohio, old Rust Belt — we have got business incubators 
that are publicly funded, they are kicking out companies. We have 
business accelerators. We have the first invasion manufacturing 
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center, public-private partnership. We have a lot of these bur- 
geoning companies that don’t have access to capital, the valley of 
death that everyone talks about. 

Is there a role for the government in these areas to help grow 
these new ideas, these new companies? 

Mr. Cochrane. So access to capital is an important problem. 
And I think I would point to a lot of the restrictions of the Dodd- 
Frank Act, which are really making it hard to get capital to compa- 
nies like this. 

Mr. Ryan. This was a problem well before the Dodd-Frank Act. 

Mr. Cochrane. And the Dodd-Frank Act is just cream on the 
cake of too much financial regulation getting in the way of exactly 
the problem you are pointing to. 

On the bigger question, we all agree that basic science is worth 
subsidizing, economists in particular, but basic science is a drop in 
the bucket of Federal spending. You could double, triple it, and not 
even notice it in Federal spending. 

There, too, the problem is you tend to invest in junk science 
sometimes. 

Mr. Ryan. Can you say that again for my Republicans friends? 

Mr. Cochrane. Basic science is a drop in the bucket of the Fed- 
eral — 

Mr. Ryan. So we wouldn’t even notice it if we doubled or tripled 
it? 

Mr. Cochrane. Absolutely. However, there is a tendency to in- 
vest in things like demonstration programs and getting things up 
to scale. That is very expensive and has proven not nearly as effec- 
tive as basic science. 

I think the big argument we all have that we should talk about 
is how investments are made, not just how much. There is a tend- 
ency to build roads and bridges to nowhere, not the needed roads 
and bridges. Preschool might be useful, but education is a place 
where we have all seen you can pour money down rat holes and 
not improve the process. 

So if you improved how you spend infrastructure money, I think 
you might get a lot more of it more willingly. 

Chairman Price. The gentleman’s time has expired. 

Mr. Johnson, you are recognized for 5 minutes. 

Mr. Johnson. Thank you, Mr. Chairman. 

And thank you, gentlemen, for joining us today. 

I share the concerns that have been expressed by other of my col- 
leagues. You know, I can remember as far back as 2010 or 2011 
when then Chairman of the Joint Chiefs of Staff Admiral Mullen 
said that the greatest threat to our national security is our na- 
tional debt. In spite of that, it continues to go in a vertical direction 
at an alarming rate. 

Publicly held debt is projected to rise from an already elevated 
76 percent this year to more than 85 percent by 2026, twice the av- 
erage level of the past 50 years, which was 39 percent. CBO’s long- 
term projections show that level will jump to 141 percent in 2046 
under current law, and that would be the highest debt burden in 
our Nation’s history. 

So, Dr. Cochrane and Dr. Holtz-Eakin, is this fiscal path sustain- 
able? 
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Mr. Cochrane. No. 

Mr. Holtz-Eakin. What he said. 

Mr. Johnson. What he said. Both emphatically no. Okay. 

What would be the impact — and I will give you a chance to ex- 
pand on that — what would be the impact on the economy and the 
average American family if this fiscal future were to become our re- 
ality? 

Dr. Cochrane, you can go first. 

Mr. Cochrane. Yeah. What is unsustainable eventually isn’t sus- 
tained. And the question is, how does it blow up? And as soon as 
you fix it 

Mr. Johnson. What does the blowup look like? We have never 
had a blowup of that magnitude. I mean, we have never been in 
this kind of debt. You know, 141 percent will be the largest in our 
Nation’s history. 

What, in your opinion, does a blowup look like at that point, and 
what would the impact be on the American people? 

Mr. Cochrane. If it leads to a debt crisis where suddenly inter- 
est rates spike, the U.S. needs to borrow, and bond markets say 
“no,” it looks a lot like Greece, or Greece with inflation, take your 
pick. That is unpleasant. 

The danger of focusing on deficits too much is it leads to “let’s 
raise taxes.” This is what Europe did. Its austerity was not cutting 
government spending. Its austerity was raising taxes, and, as 
usual, raising — marginal tax rates — adding the disincentives to, 
God forbid, hire somebody or start a new company. And no wonder 
that didn’t work. 

So the temptation would be massive increase in taxes, which just 
slows the economy down even more. You don’t get the revenue. And 
you end up in a very slow economy for a long time. 

Mr. Johnson. Yeah. 

Dr. Holtz-Eakin. 

Mr. Holtz-Eakin. I would concur in that. I would also point out 
that it undermines the ability of the Congress to do its job, which 
is to respond to what voters want this country to try to accomplish. 
If you are locked into spending the money on interest, because you 
must honor those obligations, and you are locked into spending on 
entitlements, there is no room for discretion. And it seems quite 
wrong in a representative democracy to, in 2016, dictate exactly 
what we are going to be doing in 2026, 2036, and 2046, even in the 
absence of a crisis, which will also then happen. 

Mr. Johnson. Sure. I agree. 

Quickly, with interest rates at historically low levels, some are 
calling for more borrowing and deficit financing of government 
spending — for example, infrastructure spending — to get the econ- 
omy turned around. With interest expenses poised to become the 
fastest-growing segment of the Federal budget, do you think that 
adding to the debt by borrowing more is the answer to our eco- 
nomic ills? Quickly. 

Mr. Cochrane. If the borrowing really did lead to positive rate 
of return projects, you could pay it back. And I would encourage 
borrowing to be long term so that if interest rates go up, you are 
not exposed to it. 
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The danger is borrowing that, then, gets thrown down the rat 
hole of stimulus rather than actually investing something that pro- 
duces higher tax revenues in the future. 

Mr. Johnson. Okay. 

Dr. Holtz-Eakin. 

Mr. Holtz-Eakin. A way to think about it is, they are saying 
now is a good time to do something because interest rates are low. 
First ask: Is that something you want to do? Is that an infrastruc- 
ture investment that generally has productivity effects that are 
larger than what you get out of the private sector? That is the key 
question, not the timing issue, and we are making bad choices all 
the time in the infrastructure area. 

Mr. Johnson. Okay. I have got 5 seconds to ask this question. 
Is every dollar that we spend, that we borrow, that is a dollar no 
longer available for economic growth? Is that a safe statement? Yes 
or no? 

Mr. Cochrane. Yes. 

Mr. Holtz-Eakin. Yes. 

Mr. Johnson. Okay. 

Chairman Price. The gentleman’s time has expired. 

Mr. Johnson. Thank you, gentlemen. My time has expired. 

Chairman Price. Mr. Grothman, you are recognized for 5 min- 
utes. 

Mr. Grothman. I will give you a general question. And we actu- 
ally had a panel on a similar topic on Joint Economic recently. 

Part of our problem is that income growth is not as rapid as it 
should be. And I would like you guys to comment on the degree to 
which that is caused by us currently discouraging work. I got home 
a couple weekends ago, ran into a CPA, telling me about all the 
people who were intentionally working less to get their ObamaCare 
subsidy. And, clearly, the ObamaCare subsidy was designed to en- 
courage people not to work very hard. 

The same is true about the wide variety of what you call welfare 
programs, earned income credit, clearly designed to discourage peo- 
ple from working hard, food share, low income, everything. 

I would like you guys to comment on that and the degree to 
which the slow growth of our economy and, as a result, lower 
growth in revenues than anticipated, is caused by this seeming pol- 
icy of the Federal Government today to discourage work. 

Mr. Cochrane. I will start, and I will be quick. 

I think “designed” is unfair. It is an unintended consequence that 
when you phase out a benefit, then that gives a disincentive to 
work. 

More than just work versus not work, it gives you a disincentive 
to invest in human capital, to make hard investments today that 
will pay off tomorrow. 

Even the CBO report mentioned the ACA as one of the many dis- 
incentives to be in the labor force. And the labor force participation 
rate, I think, is one of our biggest worries. Even prime age males, 
the numbers of them who are even looking for a job is very low. 
I think a lot of people are stuck in social programs because of those 
cliffs. Yes, it would help a lot to get people back to work and back 
into better jobs. 
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Mr. Bernstein. So I would like to challenge the premise a bit. 
In my testimony, which you may not have heard initially, we 
learned that yesterday, from the Census Bureau, that median 
household income grew 5 percent last year — real terms. That is the 
largest growth in household income in the full history of this series 
that starts in 1967. We have the longest period of job growth on 
record, 15 million jobs. It started growing in 2010. We have real 
wages growing, the unemployment rate down by half 

So I don’t think that the actual empirical data would bear out 
some sort of story that says there are disincentives that are dis- 
couraging work when we have a job market that is not only gener- 
ating historical job gains, but historical income gains as well. 

Mr. Holtz-Eakin. And I am kind of 

Mr. Grothman. Well, go ahead. I am sorry. 

Mr. Holtz-Eakin. I just have to yell at my good friend, Jared, 
for a while, if you would let me. 

Take the report actually with a grain of salt. Remember, this is 
one data point in a sea of zeros. And it is just hard to understand 
where you get 5 percent real in this report where there is nothing 
else growing at 5 percent real in the economy. 

If you dig into that report and you look at the increases in earn- 
ings of full-time full-year workers, for men, it is 1.6 percent real, 
for women, it is 2.2 percent real. That is the economy that we are 
in. We are in a 2 percent economy. The rest, the 5 percent, comes 
from some additional workers in each household, part-time work, 
things like that. That is not going to persist. That is not a route 
to success in the future. 

On the question you asked, there is a large literature of the dis- 
incentive effects of phaseouts of benefits and other parts of our so- 
cial safety net, and I think this merits a close examination, because 
the dividing line between poverty and nonpoverty in the United 
States is work. If you are working, your probability of being in pov- 
erty is low; if you are not, it is 25 percent. 

So everything that we do should be pro-work. We have low labor 
force participation, we have a low employment-to-population ratio, 
and we ought to think hard about work incentives. 

Mr. Grothman. I will have to respond and ask Dr. Bernstein 
here. Do you ever talk to any accountants out in the real world to 
tell you, or maybe people in the income maintenance area, or em- 
ployers who deal with people in the $10 to $15 an hour range? I 
mean, if you just talk to a few people in that area, you will again 
and again and again find employers or accountants who will tell 
you stories in which people are not taking a second job or turning 
down overtime or turning down wages because it will affect all 
their benefits. You can do a study, and who knows whether the 
study is done accurately or not. All you have to do is talk to people 
and the stories just come like a waterfall out of them. 

Mr. Bernstein. If I can respond, I would like to, but if not, I 
can 

Chairman Price. The gentleman’s time has expired. 

You may quickly respond if you would like. 

Mr. Bernstein. Yeah, I do talk to those people, and one of the 
things they tell me is the earned income tax credit, which is a very 
important low-wage subsidy, is very pro-work, and they find that 
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that very much pulls people into the job market and increases their 
incentives to work. So it kind of pushes the opposite way of some 
of the ideas you are suggesting. 

Chairman Price. Time has expired. 

Mr. Woodall, you are recognized for 5 minutes. 

Mr. Woodall. Thank you, Mr. Chairman, and thank you for call- 
ing the hearing. I knew it was going to be a good one when Mr. 
Pascrell rejected doom and gloom right from the outset. 

I have not been disappointed. There has been a lot of head nod- 
ding going on up there. And candidly, I was feeling a little bad 
about us as an institution, because I thought, golly, if these guys 
can all get along on these topics, why can’t we? And then you all 
start arguing about data points in the census report. And I think 
that is right, that we spend so much time around here arguing 
about data points too. 

But the truth is folks didn’t disagree with Dr. Holtz-Eakin’s point 
on transportation. Yes, we don’t need to improve his commute 
through the suburbs, we need to improve the 2 of the top 10 most 
congested freight byways in the country, which run through metro 
Atlanta, and that is going to have a real productivity increase. And 
we agree, let’s do double National Institutes of Health. 

For Pete’s sake, you call yourself the grumpy economist. Dr. 
Cochrane, but every time the agreement comes up, I see a big smile 
come across the face, that there is opportunity there. Newt Ging- 
rich and Bill Clinton did it. We can do it too. 

Tell me this. Dr. Cochrane. When I was with the Bureau of Pub- 
lic Debt, they said, we are going to push out maturity as far as we 
can. I know we are at record highs now north of 70 months. But 
they say, we can’t push it out too far, because liquidity is going to 
become a problem if we do. Do you have any concerns about us 
pushing it out too far too fast? 

Mr. Cochrane. I think we can push it out a lot farther a lot fast- 
er. We are actually in the strange position that the Treasury has 
started to lengthen the maturity to debt, and the Fed turned right 
around and bought that stuff back up again. 

We need Treasury and the Fed to get together on who is in 
charge of this crucial question. And even the Treasury is not that 
clear that part of their job is to manage the risks to the budget of 
what if interest rates go up. They kind of think of their job as try 
to borrow at the lowest level possible, but not really this crucial 
question every household faces. 

The fixed-rate mortgage, we know what we are paying; the float- 
ing-rate mortgage, it looks a little lower, but we could really be in 
trouble. And not even the Treasury is really in charge of that ques- 
tion. 

I think liquidity is overstated. Queen Victoria raised her money 
on perpetuities that were an infinite maturity debt, and those were 
very low interest rate. Markets get used to stuff pretty quick. 

Mr. Woodall. Dr. Cochrane mentioned in his opening statement 
that he thought getting to tax simplification was going to be easier 
than getting to lower rates. I have found the opposite to be true. 
I can talk to folks about a percentage point, but if I try to take 
away your cutout, your carveout, your exemption, your exception, 
suddenly the pillars begin to rumble. 
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Dr. Holtz-Eakin, I know you have been active in terms of how 
we can — we don’t have to compete on low wages, we don’t have to 
compete on a dirty environment, we can compete on a competitive 
international tax code. I feel like this is our opportunity to get that 
done, I feel like we are getting that consensus on both sides of the 
aisle. How high does that rank? 

I listened to Mr. Ryan’s opening statement. I am thinking, for 
Pete’s sake, I don’t like paying taxes either. Let’s just have Wal- 
Mart and the big guys pay them all and everything will be great. 
But I know we can’t compete that way in a global economy. 

How important is fundamental tax reform and increasing the in- 
centive to perform those tasks in America rather than elsewhere? 

Mr. Holtz-Eakin. I think tax reform is extremely important. 
Fixing the corporate code is top of the list. The corporate code has 
reached this sort of trifecta of failures, where it is a big impedi- 
ment to growth and competitiveness, it is impossible to administer 
and comply with, and it raises almost no revenue. So it makes no 
sense in its current form. 

Lots of evidence that if we could get the rate down to something 
like 20 percent, internationally competitive, get the base to look 
like every other one of our competitor countries, that that would 
benefit workers in America, because increasingly they pay the price 
of a bad corporate code by losing jobs that have good wages and 
good benefits, and it would benefit the attractiveness of the U.S. 
as a location for investment. It would end this inversion nonsense 
overnight. It is something that you just should do. 

Mr. Woodall. I know you opened your comments with saying 
you always say it and nobody ever pays any attention, so you move 
on to point number two. 

Mr. Holtz-Eakin. I have been at this for 30 years. I haven’t 
changed one thing. 

Mr. Woodall. Absolutely. I just feel like it is not hot air this 
cycle. 

Mr. Holtz-Eakin. I hope you are right. 

Mr. Woodall. I feel that necessity is pushing us there. 

And, Dr. Bernstein, I will ask you, again, lots of head nodding 
going on up there at the panel, from my side of the side of the 
aisle, we may have called you here to be the antagonist, but there 
is lots of agreement in the space. 

Is there a short list, as you look at your peers from the left to 
the right in the economic structure, that say, you know what, if 
Congress — not if Congress, Congress can, the American people are 
in a place where we can go through steps one, two, and three right 
now? 

Mr. Bernstein. I think it is a great question. I think some areas 
where we agree, investment in basic research. Maybe, I am not 
sure how much we agree, but I think investment in productive 
transportation would be a useful place to go. And I think there was 
some consensus on the idea that investment in particularly edu- 
cation, maybe at the preschool level, where families don’t often 
have the resources, that has a long-term payback. And I know that 
folks around here didn’t necessarily want to look at the President’s 
budget, but he does have, I think, a very smart preschool program 
in there. 
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Chairman Price. The gentleman’s time has expired. 

Mr. Woodall. I thank the panel. 

I thank the Chairman for his indulgence. 

Chairman Price. Mr. Blum, you are recognized for 5 minutes. 

Mr. Blum. Thank you, Chairman Price. 

And thank you to our distinguished panel of economists. As I sit 
today looking at you all, I am reminded of Harry Truman’s famous 
line of asking to be sent a one-armed economist, because he grew 
tired of economists saying, “On the other hand.” So I have not 
heard that much today, so much to your credit. 

Dr. Cochrane, the grumpy economist, I guess, to be called, people 
have said that politics has become a joyless profession. I didn’t 
know economics was the same. 

Our economy, as someone said in their opening remarks, is grow- 
ing at 50 percent of the post-World War II average — 50 percent. 
What do you think is holding back the economy? 

Mr. Cochrane. Lots of sand in the gears. Every single mar- 
ket — 

Mr. Blum. Give me some of those grains of sand, briefly. 

Mr. Cochrane. Overregulation, tax — not just the tax rates. I 
think actually, if you could spend 5 minutes filling out your taxes 
and it was a high rate and it was a predictable rate, that wouldn’t 
be so bad. I think the complexity is, in fact, really hurting the 
growth, because lots of businesses are structured around taxes and 
everybody is in Washington coming to get their special deal as op- 
posed to just the tax rate. 

So, yeah. Regulation. Regulation and economic law. Labor law. 
We put so many barriers between your desire to hire someone and 
how much money he or she takes home and their ability to work. 
There is just sand in the gears everywhere. 

I would like to come back for just a second, though. On the cor- 
porate taxes, we have got to remember, every cent of corporate tax 
comes from higher prices, lower wages, in theory lower returns to 
shareholders, but they just go overseas if they don’t get what they 
want. So almost all comes from people, higher prices or lower 
wages, and typically those aren’t high-income people. 

So, in fact, if you reduce corporate taxes and tax the people who 
get the profits, you even get a more progressive Tax Code, as well 
as reducing all the incentives for all of those guys to be here every 
December to come down and ask for some special credit or deal. 

Mr. Blum. Dr. Holtz-Eakin, this is somewhat of a lightning 
round. I have got six quick questions for you. They are all about 
growing the economy. 

Would reducing the corporate tax rate 

Mr. Holtz-Eakin. Yes. 

Mr. Blum [continuing]. Which is the highest of developed na- 
tions, would it help grow the economy? 

Mr. Holtz-Eakin. Yes. 

Mr. Blum. Would reducing the regulations on the private sector 
help grow our economy? 

Mr. Holtz-Eakin. Yes. Can I expand on that? 

Mr. Blum. Yeah. Absolutely. 
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Mr. Holtz-Eakin. I just want to emphasize, we do a lot of work 
on measuring the regulatory burden at AAF. Sam Batkins has that 
portfolio. 

If you just take what the agencies report as the cost of final regu- 
lation — I am not even saying they are right, I have good reason to 
suspect they are too low — and simply add up the cumulative costs 
of the regulatory burden since 2009, it is $800 billion in new bur- 
den costs. That is a $100 billion disguised tax increase every year 
for 8 years. 

I know there are benefits to regulation, but it is hard to imagine 
that that is not harming the growth rate of this economy. 

Mr. Blum. Would reducing uncertainty in the private sector help 
grow the economy? 

Mr. Holtz-Eakin. Yes. 

Mr. Blum. Would reducing deficits help grow the economy? 

Mr. Holtz-Eakin. Particularly the long-term deficits that lead to 
the unsustainable rise in the debt, yes. 

Mr. Blum. Would fully developing all American energy resources 
help grow this economy? 

Mr. Holtz-Eakin. Yes. 

Mr. Blum. Would enacting tort reform — we are the most litigious 
society in the world — help grow the economy? 

Mr. Holtz-Eakin. Yes. 

Mr. Blum. Well, that was quick. Thank you for your answers. 

My last question. Dr. Bernstein. If we continue to increase our 
debt as a percentage of GDP, what is going to happen 10 years 
from now, 20 years from now? Because I think the American pub- 
lic, they hear us all talk about this, and they say: Hey, the sky 
hasn’t fallen today, I don’t see any negative impact of this, doesn’t 
seem nearly as bad as everyone says. 

What is going to happen. 

Mr. Bernstein. So I actually — I am the opposition witness 
here — ^but I agree with my colleagues that it is an unsustainable 
trend when you start looking at numbers that are really in the 
stratosphere in the outyears. 

Mr. Blum. What will happen? What will happen? What can I tell 
my constituents? 

Mr. Bernstein. I think I am probably closer to John on this, that 
it is really hard to predict that there will be some sort of an inter- 
est rate spike, that is the traditional assumption, but I find that 
very hard to tease out of the data. 

I think you are just two things. You are more vulnerable to the 
kind of debt crisis that John talks about. But, secondly, when you 
do hit a rough patch — and there is a recession out there some- 
where, we don’t know where, it is out there somewhere — it makes 
it much harder for Congress to implement the kinds of discre- 
tionary spending that is very much needed to offset that when you 
start from such a high debt level. 

But let me say one thing about this, sir, if I can just take half 
a second, I have this in my testimony. While we are all bemoaning 
the increase in the debt, we all agree on that, if you actually look 
at the improvement in the trend, say, since 2010, it is quite signifi- 
cant. The debt was, like, unbelievably unsustainable before; now it 
is unsustainable. 
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So I am not saying that that is a great outcome, but improve- 
ments have been made, and they have been made largely through 
the channel of low interest rates, but also from the slower growth 
of healthcare spending, which I attribute in part to the Affordable 
Care Act. Now, we may disagree on that, but that is a really impor- 
tant point, in my view. 

Chairman Price. The gentleman’s time has expired. 

Mr. Blum. Thank you. I yield back the time I do not have. 

Chairman Price. Mr. Sanford, you are recognized for 5 minutes. 

Mr. Sanford. Thank you, Mr. Chairman. 

And I know the focus of this hearing is on economic growth, but 
economic growth doesn’t wake people up. I want to go back to a de- 
gree what my colleague Mr. Blum was getting at, Mr. Johnson was 
getting at, which is people sort of lull themselves to sleep. I believe 
we are walking our way into a debt crisis. We are sleepwalking our 
way in that direction. 

And so I want to, again, bore down just as to where he was, into 
not just marginal difference in economic growth, but if you have a 
debt crisis, what happens to the economy overall, what happens to 
people’s savings, what happens to the worth of the currency? We 
may not be able to predict interest rates, to your point, but, I 
mean, frankly, what happens to our political infrastructure? 

I would like to hear from each one of you, do you know of an in- 
stance wherein there has been a soft landing, or a benign 
deleveraging, if you want to call it that, in the wake of a debt spi- 
ral and debt spike? 

Mr. Bernstein. Can I start, because I will be very brief? Actu- 
ally, I do, and that would be World War II. That was when we had 
our maximum debt-to-GDP ratio, 106 percent, and a relatively few 
years later, it was down in the 30 percent range, and that had to 
do with very much the kinds of growth in productivity enhance- 
ments, full employment economy that many of us are all arguing 
for. 

Mr. Sanford. I will argue that point. I mean, wouldn’t that be 
as a consequence of Pax Americana? I mean, at the end of the day, 
we were in essence the only economy standing. If you look at Amer- 
ican GDP as a percentage of world GDP right now, it is a very dif- 
ferent picture than what we saw in the wake of World War II. And 
so I would argue that while that is certainly true, it is a very dif- 
ferent example, given Pax Americana that existed and the rebuild- 
ing, in essence, that we did around the world at that time. 

Mr. Bernstein. I think you make a great point, but my only 
point is that one of the themes of my testimony today is public in- 
vestment can be helpful here. I actually think public investment — 
now, it happened to be around a military buildup — but public in- 
vestment was demonstrably important back then. I am not saying 
the two examples are analogous, but I do think you can pull out 
that point. 

Mr. Sanford. Let me ask one point, though. Prior to that, were 
we a debtor or creditor nation? 

Mr. Bernstein. Well, we were much more of a creditor than a 
debtor nation, sure. 

Mr. Sanford. Which is very different, again. Prior to that point, 
did the Fed have a balance sheet of about $4.5 trillion? 
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Mr. Bernstein. No, that is new. 

Mr. Saneord. So, in other words, I could go with a whole host 
of different examples that would say — so outside of that example, 
can you give me one? Can anybody give me one? 

Mr. Cochrane. Yeah. So the U.K. grew out of, like, 200 percent 
deht-to-GDP ratio or more following the Napoleonic Wars. I mean, 
you can grow out of large debts if you are not running larger and 
larger deficits on the way. 

Mr. Sanford. The case would be the case of Zimbabwe, Argen- 
tina, Venezuela go down the list. 

Mr. Cochrane. Oh, yeah. 

Mr. Sanford. I mean, I think there has been pretty interesting 
data, I think Berman actually wrote it up, that in the wake of 
every debt crisis there has been a fall in purchasing power by 99 
percent. So if you had a dollar of purchasing power, at the end of 
the debt crisis you got about a penny, which would fit with Ven- 
ezuela. I mean, you could go down a long list of examples. 

Which is to say, how do we wake people up, whether we come 
from the left or right in our political perspective, to the fact that 
there is really serious threat, not just to a drag on the economy. 
And I think there is conclusive data from IMF, from the European 
Union, a variety of different folks that say, yeah, there is a drag 
on the economy when you get up and around certain levels with re- 
gard to deht-to-GDP. 

But I think the even more pronounced problem is the one that 
we are not talking about, which is if we play this thing out, we can 
end up in real trouble. And I would argue that maybe we are much 
closer than we think, because I saw some interesting numbers the 
other day. 

If you look at household net worth to GDP in this country, we 
have been at a band around — there has been sort of a trading 
range, if you want to call it that, 440 to 540, somewhere in that 
range. It has jumped up around 640 only three times in the last 
60 years, one, just prior to the tech bubble bursting; two, just prior 
to 2008 and the housing bubble bursting; and now we are up 
around 640 percent. 

In other words, I just think that there are a number of cards that 
could fall that could cause this thing to come much sooner than we 
think. 

You were about to say something. I apologize. 

Mr. Cochrane. Well, I wanted to help you appeal to your col- 
leagues on the other side of the aisle. 

What certainly will happen is a fairly chaotic cut in benefit. 
What happens to countries when they run out of their fiscal ability 
is people who are counting on Social Security, their cuts come big 
and heavy and unpredicted. Look at poor Russians, they are stuck. 
Those pensions went. Health care is going to get rationed and real- 
ly cheap, and people who are counting on Medicare aren’t going to 
get it. 

So you want to reform those programs predictably ahead of time 
and not when you run out of the ability to borrow money and sud- 
denly people who are counting on it are thrown out on their own. 
That is what will happen. 

Chairman Price. The gentleman’s time has expired. 
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Mr. Brat, you are recognized for 5 minutes. 

Mr. Brat. Thank you, Mr. Chairman. I have to go testify on 
health savings accounts, but I just wanted to ask one quick ques- 
tion, and it will be suggestive, and then I have got to run out. 

But a lot of times up here we talk economic growth, and then you 
get the usual pattern of political responses tied to government pro- 
grams that already exist instead of going back to first principles 
and what causes economic growth in the first place, and then ask- 
ing yourself, are you in the ballpark on those fundamentals or are 
we just making up kind of new clever things that are trendy politi- 
cally and trying to hit those in the short run. 

So we mentioned R&D, NIH funding, preschool initiatives, infra- 
structure. So those are examples of the in-vogue kind of things, 
right? Obama has been doing infrastructure for 7 years and the 
economy has grown at 1 percent the last couple quarters. So I am 
unconvinced. 

Sand in the gears, I think we are all agreed on that. The regs 
are huge, and how we overcome that is tremendously large. 

So I just want to ask you, if you go back to economic theory from 
scratch, give me just your top three causes of economic growth, the 
three variables on the right-hand side of an equation, in order, 
right, starting with number one, the number one proximate cause 
of economic growth, number two, number three. If they are cul- 
tural, if they are capital, if they are traditional economics, I don’t 
care. But just give me your top three, what do you got. 

Why don’t you start off. Dr. Cochrane? 

Mr. Cochrane. There is a great quip: Growth started when ideas 
started having sex. So ideas, new processes, new products, new 
ways of doing things, from fundamental research, from applied re- 
search, but then that can translate into new companies, new ways 
of doing things. That is the hard part. 

Mr. Brat. Good. 

Yep, Jared. Sorry, Dr. Bernstein. 

Mr. Bernstein. Sure. Productivity growth, which relates to the 
kind of innovations you just heard about. Labor supply, so the idea 
of deporting 11 million immigrants is probably a bad idea. And, 
three, robust consumer spending fueled by a full employment job 
market, so middle class and lower-income people are also getting 
a slice of the pie. That is a problem when you have the kind of in- 
equality we have seen in recent years. 

Mr. Brat. Good. 

Mr. Holtz-Eakin. I think the ideas innovation and turning that 
into new companies and high-quality competition. The biggest indi- 
cator of a problem we have right now is that the firm creation rate 
fell below the firm death rate for a couple years recently. That has 
never happened before. If you just keep your eye on startups and 
make sure we get adequate startups, a lot of things will take care 
of themselves. And past that, you need capital, access to capital. 

Mr. Brat. Good. The immigration, in 30 seconds, I will just say, 
south of the border immigration, average tenth-grade education 
level on the human capital side. I am not aware of any growth 
studies that show average person at the Federal level, welfare ben- 
efits $37,000 a year, according to Heritage, $26,000 a year if you 
have got two kids in school. Productivity growth is low. 
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But let me go back to my first series of questions. So I love the 
ideas, right? One of my favorite economists, Chicago, I am going to 
blank on her name, virtue, she is the virtue one. Anyway, going on 
to your thing 

Mr. Cochrane. Deirdre McCloskey. 

Mr. Brat. Yeah. Deirdre, right. 

To get at this, what should the Federal Government be doing if 
we wanted to think way outside of the box, not at the margin, the 
margin is not working? What do we do to really reinvigorate the 
private sector in a big way using the limited tools we have right 
now? 

Mr. Cochrane. A whole lot of get out of the way. 

Mr. Brat. Yeah. 

Mr. Cochrane. And I would add to your immigrants, high- 
skilled immigrants want to come to this country, build new compa- 
nies, hire Americans, and pay off Social Security, and we keep 
them out. At least we could agree on that. 

Mr. Brat. Right. No, that is correct, right. 

Dr. Bernstein. 

Mr. Bernstein. So I think that the sand in the gears idea that 
we are hearing a lot about, I think we have to be much more spe- 
cific there. And I think somebody asked, give us some granular ex- 
amples of what we are talking about. I wouldn’t want to leave this 
hearing with the suggestion that every regulation is a bad regula- 
tion and every regulation should be torn from — but you actually 
have to go one by one. And I haven’t seen nearly enough evidence 
to substantiate some of John’s claims that this is our biggest eco- 
nomic growth problem. 

In fact, one of the things you can observe is that we have had 
actually a boatload of these regulations over time, and growth has 
been fast and then slow. And so I think you have to kind of get 
much more granular and less broad. 

Mr. Brat. Yep. Good. And then. Doctor. 

And I will just say, we have got $2 trillion in regulatory over- 
reach that has been categorized already. 

Mr. Bernstein. That is just not evidence. I take your point, and 
there may be a relation there, but correlation is not causation. 

Mr. Brat. Right. Got you. 

Doctor, 5 seconds. 

Chairman Price. Quickly. 

Mr. Holtz-Eakin. Ozone rule, clean power plan, fiduciary rule, 
overtime rule. I can go on. 

Mr. Brat. Right. I know that well. 

Mr. Holtz-Eakin. I will give you a list. 

Mr. Brat. That is it. Good. Thank you all very much. Sorry to 
run. 

Chairman Price. The gentleman’s time has expired. Thank you. 

I want to visit a couple points that were made by Dr. Bernstein 
and our friends on the other side of the aisle, and to start with this 
infrastructure spending. I share an adjacent district to the one that 
Mr. Woodall has. I know that if those trucks that I am behind on 
the highway every single day got out of my way because they could 
move through faster, then I could get where I needed to get faster 
and they could too, and that would increase productivity. 
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But the fact of the matter is that a study done by the Congres- 
sional Budget Office in June of this year concludes that, quote, 
“Productive Federal investment has an average annual rate of re- 
turn of 5 percent, or half the agency’s estimate of the average rate 
of return on private investment,” and that if one assumed that $50 
billion was spent over 10 years, $500 billion total increase, the 
CBO concludes that the output would increase slightly, but it 
would also boost deficits. 

In fact, the quote is, “The negative effect on output from crowd- 
ing out would be stronger than the positive effect from increased 
productivity.” 

So, again, we all, both sides of the aisle, want infrastructure 
spending, targeted, appropriate, wise, smart infrastructure spend- 
ing. But when we look back on what was done in the stimulus, you 
talk about something that wasn’t targeted, wasn’t wise, wasn’t log- 
ical, didn’t have the results that our friends on the other side 
thought it was going to have — we predicted that it wouldn’t — then 
we are really suspect about this notion of infrastructure spending 
expanding the economy. 

Second, I want to touch on what my friend from New Jersey said 
at the beginning as he was bemoaning, almost crying over — even 
though he had lost his doom and groom — but he was almost crying 
over the fact that corporate taxes only result in 11 percent of the 
overall revenue coming to the Federal Government. 

So, Dr. Holtz-Eakin, what if we were to increase, let’s increase 
the percent of revenue to the Federal Government, let’s double it, 
let’s double the corporate income tax, what happens? 

Mr. Holtz-Eakin. First, I would just echo the point that John 
Cochrane made about who is really going to pay that tax. It is not 
corporations, it is going to be lower-income Americans. And if that 
is the policy that people want, then fine, but that is what you are 
going to do. 

The second thing that will happen is you will accelerate the loss 
of headquarters companies from the U.S., without a doubt. This is 
the most tax-inhospitable place to be headquartered on the globe, 
and it is a matter of inevitability that headquarters are going to 
leave, you will just have that happen faster. 

Chairman Price. We have been trying to bring focus in this com- 
mittee to the imperative of growth, part of the reason for this hear- 
ing, obviously, but the consequences of debt. 

[Slide] 

Chairman Price. And if you put up the first slide, I think, which 
demonstrates the growth in interest, we harken back to the hal- 
cyon days after World War II when we had a debt-to-GDP ratio of 
106 percent or whatever it was. But the fact of the matter is that, 
as Mr. Sanford cited, none of the other dynamics out there were 
the same as they are right now and things were trending in a good 
direction both from a spending standpoint and from a growth 
standpoint. 

This is the coming decade, this is the next 10 years of what hap- 
pens to interest payments, an increase of 187 percent over that pe- 
riod of time, the largest increase in our spending here at the Fed- 
eral level. 
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And, Dr. Cochrane, what are people able to do with those dollars 
that are spent on interest? 

Mr. Cochrane. I think you are pointing it out. Now, somebody 
might look at that graph and say, well, maybe we would get lucky 
like Japan and interest rates would stay low and we wouldn’t 
spend that, to which I think you might ask, but what if interest 
rates are higher than that projection? Now we are in really deep 
trouble. 

A hundred percent debt-to-GDP ratio means that a 5 percent in- 
terest rate means the deficit every year is 5 percentage points of 
GDP higher. It is the risk, I think, more than the forecast. 

I would like to also put in another thing to something you said 
earlier. We have been talking about infrastructure and is it good, 
is it not. But our growth rate got cut in half Now, there are pot- 
holes. I don’t like potholes. But there is no case that potholes and 
traffic jams are what cut the U.S. growth rate in half. I may have 
flubbed the question of did regulations really add up to it or not, 
but there is just no case that we have cut in half growth rate be- 
cause the roads and bridges are bad. 

Mr. Bernstein. That is true. 

Chairman Price. This is a little bit of a tangent, but let me 
touch on the issue of regulation, because I think it was you. Dr. 
Holtz-Eakin, who mentioned the $800 billion of new regulatory 
costs. 

We all, we jump up and down and sputter and spit about the cor- 
porate income tax rate and how it is harming growth in the econ- 
omy, and it brings in, as Mr. Pascrell said, about 11 percent, about 
$320 billion dollars a year out of a $3.8 trillion budget or there- 
abouts. And the compliance costs of regulation in this country, the 
compliance costs of regulation in this country estimated to be $1.8 
trillion a year, six times the cost of the corporate income tax. 

I noticed that on this long laundry list of items each of you sug- 
gested would invigorate the economy and create growth, that regu- 
lation wasn’t one at the top of the list. But wouldn’t getting regula- 
tion — again, we all want regulation, smart regulation, wise regula- 
tion that does something that actually inures to the benefit of the 
American people instead of punish the folks who are out there try- 
ing to create jobs and institute their better ideas — wouldn’t de- 
creasing the costs of regulation, compliance costs. Dr. Holtz-Eakin, 
have a significant effect on the economy? 

Mr. Holtz-Eakin. I think so, yes. And one channel that doesn’t 
get talked about enough is that it is the large incumbent firms that 
are most easily able to deal with regulatory complexity and cost. 
They have been around, they get it, they have their lawyers. If you 
are trying to start a business, it is overwhelming. 

And I genuinely worry about the competitive pressures that are 
missing b^ecause firms aren’t starting up and the innovations that 
are not getting put into the economy because of the poor startup 
rate. 

Chairman Price. Yeah. 

Dr. Cochrane. 

Mr. Cochrane. Oh, boy, how many horror stories of regulation 
do you want to hear. But I do think we need to get past the rhet- 
oric of too much or too little to the broken structure of regulation. 
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not just the costs of compliance, as if you can just hire this out and 
fill out some forms, but the uncertainties. You put your drug appli- 
cation into the FDA, who knows when it will come in or out. 

That is something that changes the structure of the business and 
makes a whole idea unprofitable, not just there is this compliance 
cost, which bad enough as it is. 

Chairman Price. Yeah. No, we had a hearing last week on 
CMMI, Center for Medicare and Medicaid Innovation, that many of 
us believe is usurping a lot of the legislative authority, the policy- 
making authority. But the regulations that they are putting in 
place, the uncertainty of what they are doing, the capricious nature 
with which they act are the kinds of things that significantly harm 
growth in our economy. 

I was struck. Dr. Cochrane, by one of the statements you made. 
I think you said we could grow out of large debts with growth if 
we weren’t increasing our deficit at the same time. So it is just 
kind of a self-evident truth. 

Mr. Bernstein. Chairman Price, may I make one comment about 
the reflation point? 

Chairman Price. Quickly, yeah. 

Mr. Bernstein. So here is a horror sorry about regulation. The 
implosion of the housing bubble, which was very much a function 
of underregulated financial markets, that is the other side of the 
coin. And I just want to be clear that — and you said it yourself — 
I just want to be clear, we have to think about both sides. Under- 
regulation can also be devastating to our economy. 

Chairman Price. Let me suggest that the housing bubble was 
created by the Federal Government, one could argue, by regula- 
tions that the Federal Government put in place that required the 
outlay of capital in a risky way. 

Mr. Bernstein. Obviously, I disagree. 

Chairman Price. I suspect so. 

Dr. Cochrane, I want to put in my final minute and a half here, 
I want to put a face on all of this, because at some point the growth 
rates that are now down 50 percent, and the projections over a 10- 
year period of time are down by fully a third, and I suspect it will 
be less than that unless something changes, the fiscal crisis that 
we have talked about coming forward, and that you can’t read the 
tea leaves, you can’t predict when that is going to happen, but 
when it happens — ^because if we don’t change policy, it is going to 
happen — when it happens, what does that look like to Mr. and Mrs. 
American Public? 

Mr. Cochrane. It already starts bad, because it happens because 
we failed to grow. So Mr. and Mrs. American Public’s income is 20, 
30 percent or more less than it would have been otherwise. We are 
talking about huge numbers when we talk about growth, more 
than anything else. Yes. 

And then you live in chaos. Look what happened in Greece after 
its debt crisis. You start with a sclerotic economy, you get a dys- 
functional government, then all of a sudden the government grabs 
everything it can. 

Chairman Price. The promises that we have already made will 
not be fulfilled. Social Security. 

Mr. Cochrane. You are going to default on something. 
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Chairman Price. Medicare. 

Mr. Cochrane. Those things will have to get cut chaotically. 

Chairman Price. Medicaid. 

Mr. Cochrane. Yes. Along with savings and businesses and ev- 
erything else. Don’t let it happen. 

Chairman Price. The Budget Committee has a program ongoing 
called Restoring the Trust for All Generations, and it is trying to 
put a face on it, it is trying to say these are the consequences if 
we don’t get our fiscal house in order. And this is certainly a bipar- 
tisan project, and I was struck by some of the agreement that we 
had on the panel today. 

I want to thank each and every one of you for coming. 

Mr. Ryan. For 30 seconds. Dr. Holtz-Eakin said about startup 
businesses, and I would hope that this would be an area of agree- 
ment. We don’t need to talk about the big corporations who maybe 
have the wherewithal to work the Tax Code, and we all know the 
game. 

But if places like Youngstown, Ohio, or Akron, Ohio, are going 
to have any renaissance, we need startup businesses. And I agree 
with you with some of these regulations that some of the smaller 
startups have to deal with, including getting them capital. 

Chairman Price. As Dr. Holtz-Eakin mentioned, I think, we 
have gone through a period now where there are more small busi- 
ness deaths than births, and that is a dangerous place to be for an 
economy. 

So I look forward to working with you as we move forward, be- 
cause we have to tackle this. The American people expect it and 
they have a right to expect it and have us get our job done. 

Dr. Cochrane, Bernstein, Holtz-Eakin, I want to thank you so 
very much for appearing before us today. Please be advised that 
members may submit written questions to be answered later in 
writing and that those questions and your answers will be made 
part of the formal hearing record. 

Chairman Price. Any member who wishes to submit questions 
or any extraneous material for the record may do so within 7 days. 

[Whereupon, at 11:43 a.m., the committee was adjourned.] 



